An investigation into auditors\u27 going concern decisions. by Kida, Thomas E.
University of Massachusetts Amherst 
ScholarWorks@UMass Amherst 
Doctoral Dissertations 1896 - February 2014 
1-1-1978 
An investigation into auditors' going concern decisions. 
Thomas E. Kida 
University of Massachusetts Amherst 
Follow this and additional works at: https://scholarworks.umass.edu/dissertations_1 
Recommended Citation 
Kida, Thomas E., "An investigation into auditors' going concern decisions." (1978). Doctoral Dissertations 
1896 - February 2014. 5966. 
https://scholarworks.umass.edu/dissertations_1/5966 
This Open Access Dissertation is brought to you for free and open access by ScholarWorks@UMass Amherst. It 
has been accepted for inclusion in Doctoral Dissertations 1896 - February 2014 by an authorized administrator of 
ScholarWorks@UMass Amherst. For more information, please contact scholarworks@library.umass.edu. 
315DbbD135fl573a 
AN INVESTIGATION INTO AUDITORS 
GOING CONCERN DECISIONS 
A Dissertation Presented 
by 
THOMAS E. KIDA 
Submitted to the Graduate School of the 
University of Massachusetts in partial fulfillment 
of the requirements for the degree of 
DOCTOR OF PHILOSOPHY 
SeDtember 1978 
BUSINESS ADMINISTRATION 
11 
© 
Thomas E. Kida 1978 
All Rights Reserved 
Ill 
AN INVESTIGATION INTO AUDITORS’ 
GOING CONCERN DECISIONS 
A Dissertation Presented 
By 
THOMAS E. KIDA 
Approved as to style and content by: 
Martin L. Gosman, Chairperson of Committee 
IciL 
leek A]zan, Member 
i 
Donald G. Frederick, 
of Doctoral Studies 
Director 
IV 
ACKNOWLEDGEMENTS 
I would like to express my appreciation to the members 
of my committee for their generous assistance in this pro¬ 
ject. 
The time and effort spent by Dr. Martin Gosman, my ma¬ 
jor advisor, deserves special mention. His guidance and 
genuine concern were evident throughout my program for which 
I am extremely grateful. 
Working with Dr. Richard Simpson over the last few 
years has been a pleasure. His everpresent support and en¬ 
couragement were always appreciated. 
The advice of Dr. Icek Ajzen was invaluable in the 
preparation of this thesis as well as in providing direction 
for other areas of interest. 
I would also like to thank the AICPA for the disserta¬ 
tion grant provided so that this work may be conducted. 
Finally, I sincerely thank my parents to whom this 
work is dedicated. Words can't adequately express my heart¬ 
felt appreciation for all they've done for me throughout the 
years. 
V 
ABSTRACT 
An Investigation Into Auditors' 
Going Concern Decisions 
September 1978 
Thomas E. Kida 
B.S., Western New England College 
M.S.B.A., University of Massachusetts 
Ph.D., University of Massachusetts 
Directed by: Dr. Martin Gosman 
Various aspects of auditors' judgments concerning the 
applicability of the going concern assumption for client 
firms were examined in this study. Financial statements, as 
prepared under generally accepted accounting principles, rely 
upon the validity of this continuity assumption. Consider¬ 
able ambiguity surrounds the relevant decisions made by au¬ 
ditors, however. While the issuance of a qualified or dis¬ 
claimed audit opinion for problem firms is considered appro¬ 
priate, research has demonstrated that going concern problems 
are often times not mentioned in the opinions of firms just 
prior to entering bankruptcy proceedings. 
The issue was analyzed via a two step process, consi¬ 
dering both continuity and qualification decisions. That is, 
this research: (1) investigated auditors' evaluations of 
firms as going concerns given relevant informational cues; 
and (2) examined factors that might affect auditors' decisions 
to render going concern qualifications. Continuity decisions 
were viewed in terms of the Bruriswik "lens" model, while 
qualification judgments were analyzed within the context of 
an expectancy/valence attitude model. 
Application of these supported psychological models re¬ 
sulted in consideration of the following major topics: judg¬ 
ment accuracy in discriminating problem from nonproblem 
firms given financial statement data; environmental predicta¬ 
bility of statement cues; comparable disclosure afforded to 
problem firms; correspondence between continuity and qualifi¬ 
cation decisions; and the relation between qualifying in¬ 
tents, attitudes, and norms, leading to an examination of 
their underlying causes. Also considered were: linear pre¬ 
dictability of judgments; decision accuracy of man vs. model 
of man; and the association between decision confidence and 
accuracy. 
Audit partners of national CPA firms were asked to make 
continuity and qualification decisions for a sample of actual 
firms. Half of these exhibited going concern problems in ac¬ 
cordance with an operational definition derived from partner 
responses. The information set consisted of financial state¬ 
ment cues shown to have relevance for the decision task under 
study. Discriminant models were computed to capture the envi¬ 
ronmental system as well as each auditor's decision function. 
Qualifying attitudes were elicited via semantic differential 
and expectancy/valence procedures. That is, subjective proba¬ 
bility estimates and evaluations of the possible consequences 
of qualifying or not qualifying were obtained. Correlational 
Vll 
statistics were utilized to investigate the association be¬ 
tween these attitudinal measures, relevant normative data, 
and two intention measures. 
Auditors were able to attain a substantial accuracy 
rate in distinguishing problem from nonproblem firms when us¬ 
ing only statement cues. These continuity decisions were 
linear predictable, accuracy was not related to confidence, 
and there was no significant difference between the accuracy 
of the auditors and the auditors' models. 
A significant level of consensus among auditors in mak¬ 
ing qualification decisions was evident, but agreement was 
far from universal. While the correspondence between audit¬ 
ors' continuity and qualification decisions was significant, 
a one to one relation did not exist in every instance. It 
would appear, therefore, that an imperfect association be¬ 
tween the existence of problems and mention of those problems 
in the opinion is due partly to an inability to uncover the 
difficulty in every case, as well as a resistance toward qual¬ 
ifying given that problems are recognized. 
A significant association existed between the auditors' 
qualifying intents and their attitudinal and normative deter¬ 
minants. However, low or insignificant relations were ob¬ 
tained between intents and expectancy/valence measures, indi¬ 
cating the nonsalience of many of the belief statements in¬ 
vestigated. Difficulty therefore arose in pinpointing the 
underlying causes of differing intents to qualify. Based 
VI11 
upon these findings, implications and directions for future 
research were suggested. 
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CHAPTER I 
INTRODUCTION 
Motivation for the Study 
The going concern postulate is one of the most funda¬ 
mental concepts underlying present accounting thought. Pre¬ 
sentation of the financial position and operations of a firm 
prepared under generally accepted accounting principles inhe¬ 
rently relies upon the validity of this continuity assump¬ 
tion (Moonitz, 1961, pp. 38-40; Grady, 1965, pp. 27-30; Wixon 
et al., 1970, p. 1.18). The concept is generally taken to 
mean that, "In the absence of evidence to the contrary, the 
entity should be viewed as remaining in operation indefi¬ 
nitely" (Grady, 1965, p. 27). The assumption must be fre¬ 
quently called into question, however, for thousands of 
firms fail each year, representing hundreds of millions in 
liabilities (Dun & Bradstreet, 1977). Included in this po¬ 
pulation are a number of large and established enterprises. 
It can be argued that a major uncertainty surrounds the 
fairness of financial statements if the going concern concept 
is not applicable. For example, the accepted approach of re¬ 
cording plant and equipment at cost less accumulated depre¬ 
ciation comes under question, for matching assets' costs with 
future revenues is no longer appropriate. The realizable 
1 
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value of inventory would most likely be less than the amount 
obtainable in the ordinary course of business. Listing un¬ 
amortized intangibles as assets to be matched against future 
revenues is also suspect.^ As a consequence, the assump¬ 
tion's relevance is a matter of extreme importance to audi¬ 
tors who are called upon to verify the fairness of financial 
statements. 
Its significance has been noted by numerous authorita¬ 
tive sources. William Casey, former chairman of the SEC, 
has stated: 
Auditors sometimes find themselves so dubious about a 
company's viability as a going concern that they find 
themselves unable to give an opinion as to the overall 
fairness of the financial statements, which rest after 
all on the implicit assumption that there is a going 
business here which can reasonably be expected to con¬ 
tinue operating for an indefinite period in the future. 
We think it imperative that such prime candidates for 
bankruptcy or reorganization proceedings be spotted at 
the earliest possible moment so that investors may guide 
themselves accordingly (Altman and McGough, 1974, p. 51) 
Defliese, Johnson, and Macleod, in Montgomery's Audit¬ 
ing (1975), also reflect this position when they state: 
. . . identifying the point at which the going concern 
question must be recognized is one of the most challeng¬ 
ing judgments an auditor is called upon to make (p. 776) 
Although it would appear that substantial agreement ex 
ists as to the concept's meaning and role in the preparation 
of financial statements, a closer examination reveals consi¬ 
derable ambiguity. The issue is, by nature, steeped in un¬ 
certainty. For example, Conner noted that "There is no gen¬ 
erally accepted definition of when an enterprise's financial 
3 
position becomes so bad that special treatment is in order" 
(1968, p. 22). Carmichael (1972) states that if evidence 
contrary to the going concern assumption exists for a given 
firm, the common practice for auditors is to qualify or dis¬ 
claim the audit opinion. What constitutes contrary evi¬ 
dence, however? He cites eight elements divided into financ¬ 
ing problems (difficulty in meeting obligations) and operat¬ 
ing problems (apparent lack of operating success) (p. 94). 
There is not one element or combination of elements within a 
firm, however, that controls the decision to qualify or dis¬ 
claim. In fact, a clean opinion may be issued to a firm that 
exhibits a variety of these elements. 
The topic is so debatable that the auditors' responsi¬ 
bility to disclose continuity problems in the audit opinion 
has been seriously questioned, for some believe it's not the 
province of the auditor to evaluate and predict whether a 
firm will continue in operation (Hill, 1973; Conner, 1968). 
In their view, the state of the firm should be represented 
by its financial statements and the accompanying footnotes. 
Relevant conclusions from these should be left to the users 
2 
of those statements. 
Consider also the recent comments made by the Commis¬ 
sion on Auditors' Responsibilities (1978). Recognizing that 
people often view the practice of issuing going concern qual¬ 
ifications as a prediction of liquidation, and that they view 
a "clean" opinion as guaranteeing continuation, the Commis¬ 
sion notes: 
If uncertainty about a company's ability to continue 
operations is adequately disclosed in its financial 
statements, the auditor should not be required to call 
attention to that uncertainty in his report (p. 30). 
If there are pervasive uncertainties which imperil the 
future existence of a firm, it can be argued that the use¬ 
fulness of that firm's financial statements, as prepared un¬ 
der GAAP, is severely impaired. Given that, "The basic ob¬ 
jective of financial statements is to provide information 
useful for making economic decisions" (Accounting Objectives 
Study Group, 1973, p. 13), a strong case can be made for the 
auditor's responsibility in disclosing going concern problems 
by either a disclaimed or qualified audit opinion. Note, it 
is not maintained that an unqualified opinion guarantees a 
firm's continuity, or that a qualified opinion predicts li¬ 
quidation. Disclosure of going concern problems is based on 
the uncertainty surrounding the fairness of the financial 
statements. 
Altman and McGough (1974) point out that if disclosure 
of continuity problems is desirable, the going concern deci¬ 
sions presently made by auditors are suboptimal. To support 
this contention, a sample of companies undergoing bankruptcy 
proceedings was selected and their audit opinions analyzed 
using the latest available financial statements prior to 
the date of bankruptcy. The analysis showed that only 44% of 
the audit opinions indicated going concern problems. The 
discriminant bankruptcy model developed by Altman (1968), 
however, correctly classified a firm as bankrupt in 82% of 
the cases. 
This low accuracy rate of auditors is even more signif¬ 
icant when one considers that the researchers investigated 
only firms declaring bankruptcy, a point where financial and 
operating problems are usually at their peak. Going concern 
problems, however, may be more broadly defined to encompass 
situations not as severe as bankruptcy. For example, a firm 
may be deemed to have problems if it experienced successive 
years of losses, or was unable to meet interest payments. 
Some would contend, therefore, that substantial room for im¬ 
provement exists in auditors' going concern decisions. 
Questions immediately arise concerning the cause for 
this gap. Is it primarily a function of the auditors' ina¬ 
bility to recognize problems due to their decision processes 
or an inadequate selection of data, or could auditors be re¬ 
cognizing problems but not qualifying for a number of other 
reasons? 
The basic procedures and types of information used to 
pinpoint going concern problems are quite likely not uniform 
across auditors. As stated, there is not a generally ac¬ 
cepted operational definition specifying the conditions under 
which a firm is considered to have problems. This may result 
in arbitrary treatments given to problem firms by independent 
auditors. For example, a qualified^ and a "clean" opinion 
may be rendered to two firms that have similar problems be¬ 
cause the auditors had varying conceptions of what consti¬ 
tutes going concern problems. 
Even if common circumstances signifying problems were 
agreed upon, different treatments to similar firms could be 
applied because the information used by one auditor pointed 
up the problem, while the data utilized by the other auditor 
did not uncover the difficulty. 
Carrying the issue a step further, given that different 
auditors recognize a firm to have going concern problems, the 
reporting treatment may still differ due to the auditors' at¬ 
titudes toward qualifying the opinion for continuity reasons. 
For example, some may be quicker to disclose problems for 
fear of lawsuits by investors and creditors if the firm does 
become bankrupt, while others may be slower in disclosing 
the fact for fear of losing the client if it continues in 
operation. 
Finally, if it is believed that problems should be men¬ 
tioned, the form of the report may vary. Backer and Gosman 
(1978) interviewed audit partners of seven national CPA firms 
with respect to the criteria used to decide the type of opin¬ 
ion rendered to problem firms. As they state: 
The responses were not entirely uniform. One of these 
firms has a written policy of not issuing disclaimers. 
. . . At another firm we were advised that the policy 
was not to issue a going concern qualification unless 
there were doubts about the realization of reported as¬ 
set values. In other words, it was felt that the state¬ 
ments should 'speak for themselves' and a going concern 
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qualification should not be issued regardless of how 
bleak the picture, unless there were doubts about asset 
realization. At the remaining five CPA firms, we were 
advised that the differentiation between the qualified 
opinion and the disclaimer is left to the judgment of 
the audit partner but is subject to the firm's internal 
review procedure" (Chapter 10). 
These conditions can obviously lead to reduced state¬ 
ment comparability. Questions arise concerning the extent 
of interauditor agreement in evaluating going concern prob¬ 
lems and their decisions with respect to issuing qualified 
opinions for continuity reasons under varying circumstances. 
As can be seen, there are only vague rules to be followed by 
auditors in these areas, which creates considerable leeway in 
the judgment process. 
Considering the importance of the going concern issue, 
and the apparent ambiguity surrounding the concept, there 
has been a surprising lack of empirical work pertaining to 
auditors' going concern decisions. One relevant study per¬ 
formed by McKee (1975) considered the ability of a number of 
ratios to discriminate going from non-going firms. Starting 
with forty ratios, stepwise discriminant analysis was imple¬ 
mented, resulting in a model which included seven financial 
measures. When based upon three years of data, the final mo¬ 
del demonstrated a classification accuracy of 84%. This me¬ 
thod is obviously similar to the many studies conducted on 
the ability of ratios to predict bankruptcy (i.e., Altman, 
1968; Deakin, 1972; Edminster, 1972). An impersonal approach 
is taken to the predictive ability criterion (Beaver et al., 
8 
1968), disregarding how individuals react to the accounting 
data. As a consequence, an analysis of auditors' decisions 
and behavior with respect to going concern problems given 
certain accounting information is not made. This research 
gap is the reason for the study conducted here. 
Objectives of the Study 
As noted, substantial ambiguity surrounds auditors' de¬ 
cisions with respect to the going concern issue. This situa¬ 
tion raises numerous questions. Will all auditors issue go¬ 
ing concern qualifications to firms which they believe have 
continuity problems? If so, can auditors accurately pinpoint 
problems? Prior research indicates a significant accuracy 
rate in discriminating problem from nonproblem firms when 
only financial statement data is utilized as the predictor 
variables. If some auditors recognize problems but still do 
not qualify, what could be the underlying causes of this ac¬ 
tion? Is there a reluctance to "blow the whistle"? A belief 
that the qualification may actually cause further problems 
resulting in a self-fulfilling prophecy? A fear of losing 
the client? 
It would appear, therefore, that an investigation into 
auditors' decisions relating to the going concern issue must 
be analyzed in terms of a two-step process in order to cap¬ 
ture and distinguish the relevant variables that could have 
a bearing on final judgments. That is, the issue must be 
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researched by examining continuity decisions (does the firm 
have problems?) and qualification decisions (will the opinion 
be qualified?). 
Given these considerations, the objectives of this 
study were to: (1) investigate auditors' evaluations of 
firms as going concerns when those judgments are based only 
upon financial statement data; and (2) examine factors which 
affect auditors' decisions with respect to issuing going con¬ 
cern qualifications. These will be attained through the ap¬ 
plication of two psychological models. Specifically, the 
continuity decisions will be analyzed in terms of the Bruns- 
wik "lens" model, (Brunswik, 1952), and the qualification 
decisions will be viewed in terms of an attitude model pro¬ 
posed by Fishbein and Ajzen (1975). 
Specific Topics Investigated 
Given these orientations, the decision process may be 
viewed from many different aspects. This study will be di¬ 
rected toward the following specific topics. 
Linear Predictability of Judgments. Examining the ap¬ 
plicability of linear decision models in accounting is still 
in its infant stage. The studies which have been performed 
have been encouraging, yet more work needs to be done. The 
psychological literature states that, in many situations, 
linear models capture most of the variability in judgments, 
even when subjects state they're using the cues in a 
10 
non-linear or configural manner (Slovic and Lichtenstein, 
1971). This research will test the adequacy of linear models 
in capturing the auditors' decisions as to whether a firm has 
problems or not given informational variables derived from 
the firm's financial statements. Models of auditors' "real 
world" decision functions are not strived for in this study. 
Of primary importance are the functions based upon an infor¬ 
mation set shown to have relevance. 
Judgment Accuracy. The linear decision models obtained 
will obviously not represent all of the aspects of the audi¬ 
tors' present decision functions, for certain information 
presently used will not be available. As stated, however, 
disclosures of going concern problems is presently subopti- 
mal. One reason for this may be an inadequate selection of 
appropriate data used in the decision process. 
Given the limited number of relevant cues used in the 
present study, the accuracy of auditors' judgments concern¬ 
ing continuity problems will be analyzed for a sample of ac¬ 
tual firms. If substantial accuracy is discovered, the need 
for utilizing many other types of information may be ques¬ 
tioned. Prior studies indicate high classification accuracy 
through the use of only financial statement data. 
Environmental Predictability. A discriminant model of 
the environmental relationships between going concern prob¬ 
lems and key informational variables will be constructed. 
This will yield a measure of the predictive ability of the 
11 
cues in classifying a firm as having problems or not, regard¬ 
less of how the auditor uses those cues. Given that cue se¬ 
lection is based upon financial statement data which is well 
known to auditors, the optimality of the environmental model 
is not maintained. Auditor accuracy in classifying problem 
firms given the selected information can then be compared 
with the informational content of the cues. 
Comparable Disclosure. The profession has hotly de¬ 
bated the relative merits of uniform or comparable reporting 
practices for years. Of importance here is the comparable 
disclosure given to firms with going concern problems by in¬ 
dependent auditors. The question arises, therefore, whether 
substantial agreement exists between auditors in deciding 
whether a going concern qualification should be issued for a 
given firm. The issue will be addressed by analyzing audi¬ 
tors' decisions for a sample of actual firms. 
Association Between Decision Confidence and Accuracy. 
Prior studies relate low associations between confidence (per¬ 
ceived accuracy) and actual judgment accuracy in many research 
areas (Goldberg, 1968). If replicated in accounting contexts, 
this finding can have serious implications for the evaluation 
of accounting techniques via the opinion research approach. 
The present study will investigate the relation between audi¬ 
tors ' confidence and accuracy in predicting going concern 
Droblems. 
12 
Association Between Continuity and Qualification De¬ 
cisions . As stated previously, it cannot be assumed that an 
auditor will automatically qualify an opinion if he believes 
a firm has problems to a certain degree. Going concern qual¬ 
ifications can have serious ramifications for accounting 
firms. An investigation will be made into the correspondence 
between decisions concerning continuity status and decisions 
to qualify the audit opinion. 
Relation Between Qualifying Intentions, Attitudes and 
Norms. An auditor's readiness to qualify may be viewed in 
terms of his attitude toward issuing continuity qualifica¬ 
tions, and the influence of the social environment. For each 
auditor, these components will be estimated and related to an 
overall intent to qualify and to the magnitude of qualifica¬ 
tions rendered for the companies under study. Given a sub¬ 
stantial association between the auditors' attitudinal and 
normative measures toward issuing going concern qualifica¬ 
tions and their qualifying intent, the factors which underlie 
those attitudes and norms can be analyzed. For example, the 
auditors' evaluations of the outcomes of rendering qualifi¬ 
cations and their beliefs that the outcomes will occur can be 
assessed. This analysis can provide valuable insights into 
explaining auditors' qualifying behavior. 
Operational Definition. In order to classify firms as 
having continuity problems, an operational definition of "go¬ 
ing concern problems" must be obtained. Prior going concern 
13 
and bankruptcy studies have implemented varying definitions 
chosen by the researcher. The empirical results obviously 
rest upon the validity of the definitions utilized. In this 
study, the definition will be constructed from auditor re¬ 
sponses . 
Psychological Models Implemented 
Auditors' continuity and qualification decisions will 
be analyzed in terms of the Brunswik (1952) lens model, and 
an attitude model advocated by Fishbein and Ajzen (1975). 
Both models have been amply supported in past empirical 
studies (Slovic and Lichtenstein, 1971; Fishbein and Ajzen, 
1975) . 
The Lens Model 
The lens model is based upon the work of Egon Brunswik 
(1952; 1955). His approach to psychology was Darwinian. 
That is, he focused upon the adaptive relation of an organism 
and its environment. This orientation has been termed "prob¬ 
abilistic functionalism." Its principles can best be seen in 
terms of the lens model, which may be conceptualized with the 
aid of Figure 1.1 (Dudycha and Naylor, 1966; Ashton, 1974; 
Libby, 1975). 
The model can be applied to decision making contexts 
where predictions or judgments are made concerning an actual 
environmental event given informational variables which are 
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probabilistically related to that event. In past empirical 
studies these applications have ranged from radiologists pre¬ 
dicting medical problems (Hoffman et al., 1968), to financial 
analysts evaluating the attractiveness of common stocks 
(Slovic, 1969). Its use has been advocated by the Committee 
on Accounting Valuation Bases (1972) to evaluate alternative 
accounting methods, and it has been applied in selected ac¬ 
counting contexts. Ashton (1974) analyzed auditors’ internal 
control judgments, and loan officers' decisions concerning 
failed and non-failed firms were investigated by Libby (1975) 
via the lens model framework. Many of the results obtained 
are amazingly consistent over these diverse research areas. 
The left side of the lens refers to the environmental 
system, while the right is the individual's judgmental sys¬ 
tem. A general description of the various components as well 
as their meaning in this accounting situation follows. The 
relationships are generally outlined through correlational 
statistics, although this approach is not required in the 
present study. 
Ye = the environmental or criterion variable. It's that 
part of the environment the individual is presently at¬ 
tempting to predict. In this research situation, Ye 
represents whether a firm has going concern problems 
or not. 
= cues that may be used in evaluating or judging the en¬ 
vironmental event. That is, information which auditors 
use, or can use, to decide whether a firm has conti¬ 
nuity problems. 
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rej_ = the ecological validity of the cues in determining the 
criterion variable. That is, the ability of a piece 
of accounting information to predict whether a firm has 
going concern problems . 
Ys = the individual's judgment of the criterion variable Ye. 
This represents the auditor's opinion as to whether 
the firm has continuity problems or not given the in¬ 
formational cues . 
rsi = tbe utilizati°n coefficient which indicates the degree 
that the decision maker uses the cue X^ in predicting 
the criterion variable. That is, how much importance 
does the auditor place on certain accounting data in 
making his decision. 
Relations within the model have typically been repre¬ 
sented by regression analysis, discriminant analysis, or 
analysis of variance. For example, in modeling the environ¬ 
mental side, the actual criterion variable may be regressed 
on the informational cues over a number of cases resulting in 
the following association: 
^e = belXl + be2X2 + ••• + benXn 
An indication of the relationship between each cue (Xj_) 
and the criterion value (Ye) can be attained by examining the 
respective standardized regression coefficients (bej_) . The 
multiple correlation coefficient ^e=ryeye^ describes the ex¬ 
tent that the cues in the aggregate can predict the actual 
event given a linear model. 
Analogous relations may be analyzed on the right side 
of the model, where individuals' judgments or predictions 
concerning the environmental event are regressed upon the 
information set over a number of cases. The individual's 
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decision function may be represented by: 
Xs ~ ^slXl + ^s2x2 + * * * + iDsnxn 
Examination of the beta weights (b .) yields an indica- 
O -L 
tion of the degree of importance the decision maker places on 
certain cues within limits. Also, the multiple correlation 
coefficient (Rs=ry £ ) describes the degree of the linear re- 
s s 
lation between the cues and the individual's judgments. 
As can be seen, both the decision maker and the task 
are represented within the lens model. The underlying ra¬ 
tionale is that the cues available to a decision maker at any 
point in time have limited validity in predicting the cri¬ 
terion variable. As a consequence, the decision maker must 
adopt a probabilistic strategy. That is, he combines the 
cues so as to make the most likely inference about the actual 
environmental event. 
It is readily apparent that the various aspects of the 
lens model conform closely to the auditor's task of deciding 
whether a firm has going concern problems or not. Many dif¬ 
ferent pieces of information must be considered, while no 
one piece can accurately predict continuity problems given 
the inherent uncertainty of the task. The auditor is forced 
to combine and evaluate their relation to the going concern 
in a probabilistic manner. 
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The Attitude Model 
Auditors' qualification decisions will be analyzed in 
terms of their attitudes toward qualifying an opinion for 
continuity reasons. The attitude model chosen has both 
theoretical and empirical support in the psychological li¬ 
terature . 
In the extended model advanced in Fishbein and Ajzen 
(1975), a distinction is made between four variables which 
have been confused in the literature—attitude, belief, in¬ 
tention, and behavior. The formation of attitudes is viewed 
from an information processing approach. In effect: 
. . . a person's attitude toward some object is deter¬ 
mined by his beliefs that the object has certain attri¬ 
butes and by his evaluations of those attributes (1975, 
p. 14) . 
Given this outlook, as beliefs are formed about an ob¬ 
ject, a person also acquires an attitude toward that object. 
This relation may be presented as follows: 
n 
A = Z b • e . 
i=l 
where A represents the attitude toward some object, action, 
or event; b refers to the beliefs about the object's attri¬ 
butes or act's consequences (i.e., the subjective probability 
of the object-attribute relation); and e is the evaluation of 
those attributes or consequences (p. 223). An estimate of 
the attitude toward an object can be obtained by multiplying 
the evaluation of each attribute by the perceived probability 
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that the object has that attribute, and summing the pro¬ 
ducts . 
Of greater significance for the study conducted here 
is the prediction of behavior (i.e., auditors qualifying 
opinions for going concern reasons). Here Fishbein and Ajzen 
distinguish between behavior and intention. If a strong re¬ 
lation can be assumed between one's behavior and the intent 
to perform the behavior, the factors influencing intentions 
should also influence behavior. They state that there are 
two major determinants of behavioral intentions: attitude 
toward the behavior and a subjective norm. The relation is 
as follows: 
B~I = (Ab) wx + (SN) w2 
where A^ represents the attitude toward the behavior, and SN 
is the subjective norm, accounting for the influence of the 
social environment. A^ is arrived at in a manner similar to 
the attitude toward an object, with e now representing the 
evaluations of each consequence of the behavior in question, 
and b referring to the probability that performing the beha¬ 
vior will lead to that consequence. The normative component 
n 
is determined by SN = I b.m., where b is the belief that 
i=l 1 
referents think a person should or should not perform the 
behavior, and m is the motivation to comply with those re¬ 
ferents. These two variables are weighted, signifying their 
relative importance, to determine a measure of behavioral in¬ 
tention . 
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Fishbein and Ajzen distinguish between three major fac¬ 
tors which can influence the intention-behavior relation; 
these are the degree of correspondence between their levels 
of specificity, the stability of the intention, and the per¬ 
son's volitional control over performing the intention (p. 
369). The importance of the last two can easily be seen, 
although the first is probably the most influential factor. 
The level of specificity between intentions and beha¬ 
vior can vary in terms of the action or behavior itself, the 
target at which the behavior is directed, the situation, and 
the time at which the behavior is to be performed. For ac¬ 
curate prediction of a certain behavior, the relevant in¬ 
tention should be aimed at the same level of specificity. 
That is, a higher intention-behavior correlation should be 
observed the greater the correspondence between the measured 
intention and the observed behavior. 
The foregoing outlined some of the basic concepts 
utilized in the model advocated by Fishbein and Ajzen. As 
can be seen, the system represents a cohesive and consistent 
method of viewing the role and importance of attitudes in 
explaining behavior. It is especially relevant for the pre¬ 
sent study, for the expectancy/valence approach uncovers the 
underlying causes of a given attitude which could also ex¬ 
plain a resulting behavior. As a consequence, an examination 
of many different variables considered by auditors when mak¬ 
ing qualification decisions can be made. 
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Design of the Study 
In this research context the lens model is used to in¬ 
vestigate auditors' decisions concerning a firm's continuity 
status. To utilize the lens model, data must be generated 
on: (1) the criterion variable—firms experiencing and not 
experiencing going concern problems; (2) the cues—informa¬ 
tion relating to each firm which has relevance in predicting 
the criterion variable; and (3) subjects' judgments—auditors' 
evaluations of continuity problems for a sample of actual 
firms given the informational cues. A decision function re¬ 
lating the cues to the auditor's judgments can be calculated 
for each auditor via multiple discriminant analysis. Deci¬ 
sion accuracy, the applicability of linear models, and vari¬ 
ous interauditor comparisons can then be investigated. 
Given that an auditor believes a firm has continuity 
problems to some extent, the next step requires a decision 
as to whether the audit opinion should be qualified. As 
stated, the attitude model used to analyze this decision 
draws an association between behavioral intent, attitude to¬ 
ward performing the behavior, and the relevant subjective 
norm. Data was therefore required on (a) the auditors' 
evaluations of the possible outcomes of issuing or not issu¬ 
ing a qualified opinion for continuity reasons; (b) their 
perceived probabilities that these outcomes will occur; 
(c) their belief that referents think qualifications should 
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be given; (d) their motivation to comply with those refer¬ 
ents; and (e) their intentions to issue going concern quali¬ 
fications. This information was generated in the following 
manner. 
Data Generated from the First Questionnaire 
In order to fully capture the variables under study, two 
questionnaires must be administered. The first was mailed to 
partners of national CPA firms in the New England area. Its 
primary purpose was to obtain data to be used in the construc¬ 
tion of the second questionnaire. In order to classify firms 
as having continuity problems, an operational definition of 
"going concern problems" must be obtained. Auditors were 
asked to state the circumstances under which they would con¬ 
sider a firm to have these continuity problems. Given that 
this is a probabilistic judgment, estimates of how likely the 
circumstances would have to be before they would consider the 
firm to have problems were also elicited. 
Prior to the estimation of auditors' qualifying atti¬ 
tudes, knowledge of the qualifying consequences considered by 
that subject group is necessary. If chosen by the researcher, 
a risk of irrelevance to the subjects exists, resulting in an 
inadequate attitude measure. As a consequence, a list of 
possible outcomes of qualifying or not qualifying an audit 
opinion for a firm that has or does not have going concern 
problems was generated. Additional information was also 
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obtained concerning the groups whose opinions are considered 
when making qualification decisions, the persons responsible 
for making the decision, the kinds of information used to 
judcre continuity problems, and the purpose of issuing going 
concern qualifications. 
Data Generated from the Second Questionnaire 
After selecting the companies and the accounting vari¬ 
ables, (see selection process below), the second question¬ 
naire was constructed and administered. Partners of na¬ 
tional CPA firms were personally contacted and their coopera¬ 
tion requested. They were asked to fill out the booklet in¬ 
dependently and return it within one week. 
The auditors were given informational variables on a 
sample of actual companies. Although half of these firms had 
going concern problems (as classified by the definition ob¬ 
tained from the first questionnaire) the auditors were told 
that there are not necessarily an equal number of firms in 
each category. They were given the definition of continuity 
problems and asked to classify each firm as either having 
problems or not having problems according to this definition. 
They were also asked to state whether or not a qualified or 
disclaimed audit opinion should be rendered to each firm for 
continuity reasons. 
A number of attitudinal and normative measures relating 
to the going concern issue were elicited. These included 
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general attitudes toward qualifying or not qualifying as well 
as the qualifying attitudes given that the firm is viable or 
has problems. Attitude measurements were obtained by (a) se¬ 
mantic differential scales; and (b) eliciting auditors' eval¬ 
uations of the consequences of qualifying and the estimated 
probabilities that these consequences will occur (expectancy/ 
valence approach). The outcomes considered were those found 
to be relevant in the first questionnaire. 
Additional information was also obtained on the audi¬ 
tors' subjective weighting schemes for the cues, their reac¬ 
tion to the task, the perceived adequacy of the informational 
variables, etc. 
Firm Selection 
An initial list of companies which had going concern 
qualifications, entered bankruptcy proceedings, etc. was ob¬ 
tained from the Disclosure Journal Cumulative Index. Data 
from May 1974 to April 1975 was considered, making an evalua¬ 
tion of subsequent events possible. From this list, firms 
were chosen which met the following three criteria: (1) at 
least one of the events cited in the operational definition 
occurred; (2) the firm was a manufacturing concern; and 
(3) financial statement data was available in Moody's. After 
applying these and other constraints the problem firm sample 
was reduced to twenty. A total sample of forty was considered 
reasonable given the time limitations which had to be imposed 
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due to the subjects' availability. Each of the problem con¬ 
cerns was matched by industry and asset size with a nonprob¬ 
lem firm. Statement dates of the nonproblem firms coincided 
with their problem match. 
Selection of the Informational Cues 
A major purpose of this study is to evaluate the useful¬ 
ness of financial statement data to auditors in predicting 
going concern problems. The data was presented in the form 
of accounting ratios. A number of factors motivated this de¬ 
cision: (a) In order to increase the study's feasibility by 
decreasing the completion time of the second questionnaire, 
a method to condense statement information was required; 
(b) Ratios have the ability to represent many varied finan¬ 
cial characteristics of business enterprises (Pinches et al., 
1973); (c) Prior research has demonstrated the relevance of 
ratio data in distinguishing failed from non-failed firms 
(Altman, 1968; McKee, 1975; Beaver, 1966); (a) Ratio calcula¬ 
tions and meanings are familiar to auditors; (e) The use of 
ratios has already been promoted by a major accounting firm 
to evaluate the risk situation of clients (Touche Ross & Co., 
1975); and (f) Their usefulness has been recognized by the 
SEC for evaluating business liquidity (Backer and Gosman, 
1978) . 
An initial list of twenty ratios was compiled. They 
were selected so as to represent the empirically determined 
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financial dimensions found in prior factor analyses (Pinches 
et al., 1973; Johnson, 1977), and to capture the majority of 
the ratios found to be significant in prior going concern and 
bankruptcy studies. 
These variables were calculated for each of the problem 
firms one year prior to meeting the operational definition. 
For example, if a company went bankrupt in '74, data was gi¬ 
ven for '73. Given that a firm has problems if it had sub¬ 
stantial losses for three years, data was given in '73 if 
losses occurred in '72, '13, and '74. Ratio calculations for 
the nonproblem firms came from the same year's statements as 
their problem match. 
From this list a subset was selected which accurately 
discriminated problem from nonproblem concerns, which was 
well known to auditors, and which represented different fi¬ 
nancial characteristics. This was attained after evaluating 
a number of subsets determined from stepwise procedures, fac¬ 
tor analyses, observing statistical significance, judgment 
basis, etc. Five ratios were ultimately chosen to comprise 
the informational variables used in the second questionnaire. 
Data Analysis 
A brief description of some of the major relationships 
analyzed in this study is presented below. 
Auditors' evaluations of going concern problems for a 
sample of actual firms was investigated via the lens model. 
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Multiple discriminant analysis was used to model both the en¬ 
vironmental and behavioral systems. From the model of the 
environmental system, the ability of the accounting variables 
to classify problem firms irrespective of how the auditors 
use those variables was assessed. That is, the percent of 
firms correctly classified was calculated along with the type 
I and II errors made by the model. Validation of the model 
was accomplished by means of a modified jackknife technique. 
A discriminant decision function v/as calculated for 
each auditor relating the auditor's judgments to the informa¬ 
tional variables. The linear predictability of their judg¬ 
ments given their discriminant models was assessed. That is, 
the nnumber of responses predicted by their models was com¬ 
pared to the total number of cases. The binomial test v/as 
utilized to determine whether the responses were a result of 
random prediction or not. 
In an effort to determine the usefulness of the ac¬ 
counting variables in making the going concern decisions, the 
auditors' decision accuracy was investigated. Once again, 
the binomial test v/as used to determine if auditors' predic¬ 
tive accuracy is different from that expected by random 
classification. The percent of correct responses v/as also 
calculated. This accuracy rate v/as then compared with the 
accuracy of: (a) the environmental model; and (b) the pre¬ 
dictions made by the auditors’ own decision models. The 
first comparison indicates whether accuracy can be increased 
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by a revision of the cue weighting schemes, or whether au¬ 
ditors are capturing systematic non-linear variance in the 
environment. The second comparison provides a test of the 
"bootstrapping" phenomenon (i.e. superiority of model over 
man) . 
Interauditor agreement concerning their decisions to 
issue going concern qualifications was analyzed by comparing 
the judgment similarity between all pairs of auditors. This 
resulted in an average consensus index across all auditors. 
The auditors' confidence in decisions was estimated 
and related to decision accuracy. This was attained by cor¬ 
relating across all auditors the average responses on the 
confidence scales and each auditor's perceived accuracy rate 
with the number of correct classifications made by that au¬ 
ditor . 
Measures of each auditor's intention to qualify the 
opinion for going concern reasons were estimated. These took 
the form of an overall intent obtained by a scale response 
format, and the intent to qualify for the sample firms as 
represented by the magnitude of qualifications indicated. 
and SN were regressed on both the overall intention measure 
and the number of qualifications given for each auditor, and 
the respective multiple Rs evaluated. The attitude of each 
auditor toward issuing going concern qualifications was as¬ 
sessed by both semantic differential scales and by the au¬ 
ditors' evaluations of and beliefs that certain consequences 
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will occur from rendering those qualifications. Given sub¬ 
stantial associations between these variables, the underlying 
factors (as represented by the subjective probability and 
evaluative scales) behind the auditors' attitudes toward is¬ 
suing going concern qualifications and their intentions to 
qualify can be analyzed. 
Organization of the Thesis 
A review of the relevant literature is contained in 
Chapter II. It is divided into three major areas which have 
significance for the study presented here. That is: 
(1) the application of the lens model in various research 
contexts; (2) research on the attitude model utilized; and 
(3) literature on the going concern and bankruptcy issues. 
Chapter III presents a statement of the hypotheses and 
a detailed discussion of the research methodology implemented 
in the study. This is followed by an analysis of the results 
in Chapter IV. Finally, Chapter V presents the overall sum¬ 
mary, implications, and conclusions derived from the study. 
Footnotes 
The Accountants International Study Group on going 
concern problems lists a number of cases where reporting 
treatments should differ when the going concern assumption 
is not appropriate. 
recent study by Backer and Gosman (1978) on business 
liquidity points up similar reservations by rating agencies, 
banks, insurance companies, Dun and Bradstreet, and Robert 
Morris Associates with respect to a firm's illiquidity. 
Based upon interviews with executives in these enterprises, 
they concluded: 
"Almost all respondents believe each management should 
make certain that all information relevant to the analy¬ 
sis of the company's liquidity is contained in its public 
reports. Nevertheless, only a small minority of the in¬ 
terviewees were in favor of the accountant or SEC pub¬ 
licly announcing the illiquidity of a firm. The difficul¬ 
ty in defining illiquidity and the resultant judgment and 
speculation were cited by many in support of their reser¬ 
vations" (Chapter 2). 
Except when stated otherwise, the term "qualified" in 
this study refers to issuing a qualified or disclaimed audit 
opinion for going concern reasons. 
CHAPTER I I 
RELATED LITERATURE 
The present study analyzes various components of audi¬ 
tors' going concern decisions through the application of two 
psychological models. As a consequence, three major areas 
of prior research are of relevance: (1) lens model inves¬ 
tigations; (2) studies concerning the attitude model imple¬ 
mented; and (3) studies on the going concern and bankruptcy 
issues. This chapter presents a sample of the research con¬ 
ducted in each of these areas. The lens and attitude model 
studies are reviewed to indicate the existing support and 
applicability of each to this research context. Research 
on the bankruptcy issue is meaningful due to its close asso¬ 
ciation with going concern problems. Conclusions derived 
from these investigations as well as their significance to 
this study will also be presented. 
* 
The Lens Model 
Investigations employing the lens model have been con¬ 
ducted in various research contexts. These situations in¬ 
clude judgments concerning medical problems (Hoffman, Slovic, 
Rorer, 1968; Einhorn, 1972); mental pathologies (Goldberg, 
1970: Wiggins and Hoffman, 1968); performance in college 
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(Wiggins and Kohen, 1971; Dawes, 1970); investments in common 
stocks (Slovic, 1969; Slovic, Fleissner, Bauman, 1972); legal 
matters (Kort, 1968; Ulmer, 1969); and a firm's internal con¬ 
trol (Ashton, 1974; Joyce, 1976).1 
Given the basic framework of the model, many different 
aspects of judgment situations may be analyzed. Amazingly 
consistent results have been found for many of these aspects 
in the research performed to date. A sample of the studies 
conducted will first be presented so as to point up the varied 
contexts of lens model research, the kinds of analyses that 
can be made, and the results obtained from these studies. 
This will be followed by an overall summary of selected lens 
model results which have relevance for the present study, and 
a discussion of the importance of these studies for the re¬ 
search presented here. 
Research Examples 
Clinical psychologists and physicians are often called 
upon to make diagnoses given selected information about pa¬ 
tients. Goldberg (1970), using data originally collected 
by Meehl (1959), obtained mathematical representations of 
clinical judgments to analyze one of these decisions. Twenty- 
nine clinical psychologists were asked to differentiate psy¬ 
chotic from neurotic patients based upon their Minnesota 
Multiphasic Personality Inventory (MMPI) profiles. Calcu¬ 
lated from responses to statements on such things as attitudes. 
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sex roles, and fears, the profiles represent a combination of 
eleven scores which indicate the similarity between the sub¬ 
ject's responses and patients suffering from a well defined 
mental illness. 
The profiles were obtained for 861 psychiatric pa¬ 
tients who were previously diagnosed as either clearly psy¬ 
chotic or neurotic in 7 hospitals and clinics throughout the 
U.S. As a consequence, criterion information was available, 
allowing the evaluation of decision accuracy. The psycholo¬ 
gists rated each profile on an eleven-step forced normal dis¬ 
tribution from least to most psychotic. Linear multiple re¬ 
gression equations for each psychologist were obtained by re¬ 
gressing their judgmental responses on the eleven MMPI scale 
scores. 
The diagnostic accuracy of man and model were evaluated. 
Although the accuracy of both was rather low, the mathematical 
decision functions almost always outperformed the psycholo¬ 
gists themselves. The achievement index, measured by corre¬ 
lating the clinicians' judgments with the actual criterion 
value (r =r., ), was .39 and .14 for the most and least ac- 
a y sle 
curate clinician respectively. The models' predictive ac¬ 
curacy, however, ranged from .43 to .16. The judges' median 
achievement was .28, as compared to .31 for the models'. 
Note, these low correlations are due in large part to the low 
multiple correlation coefficient (Re=.46) between the actual 
2 
environmental event and the MMPI data set. Only 21% (R ) 
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of the variance in the criterion variable is explained by 
the information utilized. Be that as it may, "When models of 
each clinician were constructed on the basis of 861 cases, 
86% of these models turned out to be more accurate predictors 
of the actual criterion diagnoses than were the clinicians 
from whom they were derived" (Goldberg, 1970, p. 428). In 
fact, not one clinician substantially outperformed his model. 
The superiority of model over man has been termed "bootstrap¬ 
ping, " and will be elaborated upon in the results section. 
Hoffman, Slovic, and Rorer (1968) employed analysis- 
of-variance to assess the configural cue usage for a selected 
medical judgment. When utilizing the ANOVA approach to mo¬ 
del decision functions, hypothetical cases are generally 
constructed by forming the possible combinations of the fac¬ 
tors used in the judgment. Given that criterion information 
is not available, decision accuracy cannot be assessed. Of 
prime importance, therefore, is the degree of importance at¬ 
tached to each variable, and the interactions which exist 
between these variables in making a judgment. A significant 
main effect for a certain cue implies that the subject's re¬ 
sponse varies systematically with that cue, while a signifi¬ 
cant interaction between two cues implies that the decision 
maker is responding to patterns between these cues. That is, 
the effects of variations in one cue on the final judgment 
differ as a function of the level of the other cue (p. 341). 
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In the Hoffman, Slovic, and Rorer (1968) study, nine 
radiologists judged the malignancy of gastric ulcers given 
certain roentgenological symptoms. A gastroenterologist 
identified seven relevant signs used in the diagnostic task. 
Since each sign could take on one of two levels (present or 
absent), 128 (2^) hypothetical ulcer cases were constructed. 
Of these, thirty-two were eliminated for their implausibility 
would cast doubt upon the meaningfulness of the study. The 
judgments were made on a seven point (definitely benign— 
definitely malignant) scale for each of the resulting ninety- 
six cases. 
The results revealed considerable disagreement in the 
radiologists' judgments. Correlating the responses between 
pairs of judges resulted in a high of .83 and a low of -.11, 
with a median of only .38. In an effort to explain these dif¬ 
ferences, a separate ANOVA was performed for each judge and 
the main and interaction effects analyzed. The w index, 
which estimates the proportion of variance in a person's 
judgments attributable to an individual cue or interaction 
term, is usually taken to be a measure of the importance at¬ 
tached to that cue or interaction by the individual. An ex- 
amination of the w values across the radiologists indicated 
varying cue usage. For example, the most important cue (en- 
2 
titled extralumial and filling defect) had an average w of 
.40. The radiologists' individual w^ on that variable, how¬ 
ever, ranged from .02 to .91. Further analysis also revealed 
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that disagreement was not random, but rather was due to un¬ 
derlying differences in the importance attributed to various 
cues. Finally, although some interactions, indicating con- 
figural cue usage, were significant, "On the average, roughly 
90% of a judge's reliable variation of response could be pre¬ 
dicted by a simple formula combining only individual symptoms 
in an additive fashion and completely ignoring interactions" 
(p. 343). 
Mathematical representations of judgments and the en¬ 
vironment in the lens framework have been made in predicting 
graduate school success. Dawes (1971) utilized regression 
to capture the decisions made by the graduate admissions com¬ 
mittee of the psychology department at the University of Ore¬ 
gon. The four member committee rated each applicant on a six 
point scale ranging from reject now to accept with a fellow¬ 
ship. The criterion variable was judged to be faculty rat¬ 
ings of 111 students collected during a later semester. 
An environmental model was obtained by regressing the 
faculty ratings on undergraduate grade point average (GPA), 
an index of the quality of the undergraduate college (QI), 
and graduate record exam scores (GRE). The right side of 
the lens was modeled by regressing the admissions committee 
average ratings over the same informational cues. The ac¬ 
curacy of the committee in predicting the criterion was r=.19, 
while the correlation between the criterion and the com¬ 
mittee's model was r=.25, indicating once again the 
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bootstrapping phenomenon. The applicability of the linear 
model in representing the committee's judgments was substan¬ 
tial, as measured by the multiple correlation coefficient of 
.78. In fact, if the linear model did the initial screen¬ 
ing of candidates, 55% of the applicants would have been 
eliminated, ". . . without rejecting a single individual whom 
the admissions committee actually admitted” (p. 182). The 
savings in professional time derived from such a procedure 
are obvious. 
One of the best demonstrations of the various kinds of 
analyses that can be performed within the lens model frame¬ 
work is a study by Hammond, Hursch, and Todd (1964) . Draw¬ 
ing upon data collected by Grebstein (1963), the performance 
of naive, semisophisticated, and sophisticated clinicians in 
predicting IQs of thirty patients was analyzed. The informa¬ 
tional variables consisted of ten cues from their Rorschach 
(Beck) psychograms. Grebstein found mean correlations of 
predicted and actual IQs for the naive, semisophisticated, 
and sophisticated judges of .50, .65, and .68 respectively. 
V7hile significant, these fall short of 1.00, leading Greb¬ 
stein to conclude, "Experienced clinical psychologists can 
make accurate estimates of intelligence from Rorschach sum¬ 
maries, but there is room for improvement” (Grebstein, 1963, 
p. 132). 
The question arises, however, as to how far the deci¬ 
sion accuracy can be increased. When viewed in terms of the 
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lens model, the achievement limit on decision accuracy will 
depend upon the relations between the characteristics of the 
test situation and the characteristics of the judge's re¬ 
sponse system (Hammond et al., 1964, p. 440). With this 
realization, it can be demonstrated that the upper bound of 
the achievement correlation is not uncritically assumed to be 
one. 
Hursch, Hammond, and Hursch (1964) have shown that when 
the cues are intercorrelated, and the utilization coeffi¬ 
cients do not match the ecological validities of the cues, a 
judge's achievement must lie between: 
Re2 + Rs2 - I(Bei - Bsi)(rei ' rsi> 
/(l - Re2) (1 - Rs2) 1 ra < 
Re + Rg E(Bei ^rei rsC 
c/(l - R 2) (1 - R 2) 
where: r is the correlation between the subject's judgments 
a 
and the criterion value (i.e., the achievement index); R0 end 
Rs are the multiple correlation coefficients of the environ¬ 
mental and behavioral systems respectively; rp. and r^. are 
the correlations between the ith cue and the criterion vari¬ 
able and the subject's judgments respectively; r\4 > 
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are the beta weights of cue i for the environmental and be¬ 
havioral regression models; and C is the correlation of the 
variance unaccounted for by the multiple correlation in the 
environment and the multiple correlation in the subject's 
response system. 
Expressing the achievement index in terms of many dif¬ 
ferent variables has interesting ramifications for the analy¬ 
sis of prediction accuracy. For example, reducing the dif¬ 
ference between the beta weights (B ■ and B •) and the cor- 
relation coefficients (re^ and rs^) could increase a person's 
achievement. That is, other things being equal, the closer a 
person's cue utilization of a certain cue is to the validity 
that the cue has in predicting the criterion, the higher the 
achievement will be. 
Given the lens equation, the limits of achievement for 
2 2 
a sophisticated judge with =.63, R^ =.85, and £(B^-B^) 
(r .-r -)=.264 were analyzed. Since the limits of C are +1, 
then . 374 <_ra£. 842. Therefore, the judge's actual achievement 
of .68 would have been reduced to .37 if the residual vari¬ 
ance in his response system was perfectly inversely correlated 
with the residual variance in the environmental system. Con¬ 
versely, achievement could have reached .84 if this correla¬ 
tion was one, indicating that the judge accurately detected 
some systematic non-linear variance in the environmental sys¬ 
tem. If C=0, r_ would be .61, which is not far from the 
a 
judge's actual achievement of .68. This is expected since the 
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judge's C was a fairly low .32. Hammond et al. conclude, 
"If, then. Sophisticated Judge 5 was not expected to develop 
a substantial value of C (and such an expectation implies a 
great deal), his achievement was very close to the maximum 
he could have achieved under the circumstances" (p. 441). 
The study goes on to analyze decision accuracy and 
other differences between the naive, semisophisticated, and 
sophisticated technicians. The results revealed that: 
(1) the three groups did not differ with respect to R , the 
judgment linearity; (2) they did not differ with respect to 
C, the correlation between the residual variances in the two 
systems; and (3) they did differ on the degree of match be¬ 
tween the ecological validities and the utilization coeffi¬ 
cients (p. 441). 
The response system of all three groups were highly 
linear, with a median R of .905, .951, and .919 for the naive 
semisophisticated, and sophisticated groups respectively, in¬ 
dicating that the linear regression models accurately cap¬ 
tured the groups' judgments. The ecological validity-cue 
utilization match was found to be related to achievement with 
in and between groups; the closer the match, the higher the 
achievement. The naive group exhibited the greatest discre¬ 
pancy in this area. An examination of the validities over 
the ten Rorschach cues revealed that the naive clinicians 
misused one cue called Beck's Z. While the ecological cor¬ 
relation of the cue was .18, the average utilization 
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coefficient for the naive group was .63. This mismatch is 
substantially greater than the other two groups with higher 
achievement. The utilization coefficients on this cue were 
only .38 and .27 for the semisophisticated and sophisticated 
groups respectively. The proposed explanation is that the 
naive group relied more upon a textbook rule, whereas the 
sophisticated clinicians utilized a rule developed from ex¬ 
perience. It should be noted, however, that analyses of mis¬ 
matches can be hazardous, for each component of the lens 
equation is associated with the others. The contribution of 
matchina validities to r cannot be assessed without consi- 
3 a 
deration of these other factors. 
As can be seen from the above analysis, the lens model 
framework can provide a powerful technique to investigate the 
components of varying judgmental situations. The benefits of 
such an approach to accounting have been recognized by a few 
researchers. 
The application of the lens model to accounting and 
other business fields has occurred only within the last few 
years. In modeling decision functions, researchers have uti¬ 
lized ANOVA (Slovic, 1969; Slovic, Fleissner, Bauman, 1972; 
Joyce, 1976; Ashton, 1974), regression (Wright, 1977; Ashton, 
1976), and discriminant analysis (Libby, 1975; Boatsman and 
Robertson, 1974). The following is a sample of selected 
studies which indicate the diversity of issues investigated 
as well as the kinds of analyses performed. 
42 
Slovic (1969) and Slovic, Fleissner, and Bauman (1972) 
utilized ANOVA to examine stockbrokers' investment decisions. 
To illustrate the application of the ANOVA technique to this 
judgment situation, Slovic (1969) had two stockbrokers eval¬ 
uate the growth potential of common stocks using eleven di¬ 
chotomous factors selected from Standard and Poor's reports. 
Given that the interaction effects in ANOVA allow the examin¬ 
ation of configural information utilization, it would be 
desirable to represent all possible combinations of these 
eleven factors. This, however, would necessitate evaluations 
on 2048 (2^) companies. Assuming that higher order interac¬ 
tions would be negligible, the cue combinations were con¬ 
structed according to a 1/16 fractional replication of a 2^ 
factorial ANOVA design, yielding 128 cases. 
Judgments for these 128 hypothetical firms were made on 
a 9 point "recommendation to buy" scale, based upon the bro¬ 
kers' perceived likelihood that the firm's stock price would 
substantially increase in the next 6 to 12 months. The level 
of agreement between stockbrokers, as measured by the corre¬ 
lation of their judgments across the 128 firms, was only .32. 
In an effort to isolate the factors which affected their dif¬ 
fering recommendations, an ANOVA was performed for each bro¬ 
ker. The judgments of broker A changed significantly with 
six variables, the most influential being near term prospects, 
price/earnings ratio, and earnings quarterly trend. Broker B, 
on the other hand, exhibited seven significant factors, with 
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earnings yearly trend, price/earnings ratio, and profit mar¬ 
gin trend explaining the greatest proportion of variance in 
judgments. These differences in the information used seem 
to indicate why there was substantial disagreement in final 
judgments. Although some evidence of configural cue usage 
was apparent, the linear additive components accounted for 
2 
the majority of the variance in judgments. The w index 
summed over the statistically significant variables indicated 
72% and 80% of the judgment variance attributable to the main 
effects for brokers A and B respectively, while only 7% and 
5% was related to the interaction terms. 
Slovic, Fleissner, and Bauman (1972) extended this 
investigation in a study which included thirteen stockbrokers 
and five MBA students. The subjects were asked to evaluate 
the expected capital appreciation of stock on a nine point 
scale with a time horizon of six to eighteen months. Judg¬ 
ments were based upon eight dichotomous cues commonly pro¬ 
vided in Standard and Poor's Standard Listed Stock Reports. 
There were 64 hypothetical firms, constructed using a 1/4 
8 
fractional replication of a 2 factorial ANOVA design. 
In a manner similar to the Slovic (1969) study, two 
brokers were selected and their judgments analyzed due to 
their low agreement level (r=.26). The ratings of one broker 
varied significantly with three main factors accounting for 
50% of the judgment variance, while no interaction effects 
were significant. The second broker's judgments exhibited 
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six significant main effects encompassing 70% of the judgment 
variance, while seven interaction terms were significant, 
representing 13% of the broker's response variance. Across 
all subjects, the average proportion of judgment variance 
attributable to main effects was about 75%, while interac¬ 
tions contributed only about 4%. 
In addition, the study revealed that: (a) the subjects' 
estimates of the importance of each variable was even more 
variable, across individuals, than were the computed effects; 
(b) the brokers' subjective weights were not closely related 
to the calculated effects (r=.34); and (c) the correlation 
of the students' subjective weights with computed effects 
was considerably higher (r=.79). This seems to indicate 
that the greater the experience one has, the less valid self¬ 
insight they have. 
As seen in these studies, ANOVA is a powerful tool for 
analyzing configural or non-configural cue usage and consen¬ 
sus among subjects. Slovic states (1969, p. 262) that the 
techniques can provide new insights into the inferential pro¬ 
cesses of experts, such as stockbrokers, as well as be a valu¬ 
able teaching aid that would enable "trainees" to see how 
their model differs from expert models. 
The lens model was employed by Libby (1975) in a study 
which proposed the use of mathematical models to evaluate 
various information alternatives on user predictions. It was 
hypothesized that if linear models of subjects' decisions are 
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efficient and stable, they could be used as surrogates for 
those subjects, and the effects of differing measurement 
techniques on user judgments could be simulated (1975a, p. 
478) . 
In an effort to provide empirical data for this conten¬ 
tion, Libby analyzed the goodness of fit of discriminant 
functions in capturing loan officers' predictions of business 
failure. Forty-three professional lending officers evaluated 
the likelihood of failure for seventy firms (including ten 
repeats) given five ratios. These ratios were determined by 
factor analyzing a group of fourteen found by Beaver (1968) 
and Deakin (1972) to be related to failure. A variable with 
a high loading commonly cited in the ratio literature was 
then selected from each factor. The resultant data set pre¬ 
sented to the loan officers consisted of the ratios: net 
income/total assets; current assets/sales; current assets/ 
current liabilities; current assets/total assets; and cash/ 
total assets. 
Failure was defined as firms experiencing bankruptcy, 
major loan defaults, or liquidation for the benefit of the 
creditors. The officers were told that the ratios were com¬ 
puted from certified financial statements of large industrial 
firms, and that one-half of these firms experienced failure 
within three years. A dichotomous fail-not fail response 
was made for each firm along with a three-step measure of 
confidence in this decision. 
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The calculated discriminant functions revealed a high 
degree of linear predictability. The models correctly pre¬ 
dicted an average of 88% of the loan officers' judgments. 
They were also found to be stable over time (a one week 
period), and over response thresholds. 
Further analysis of this data was reported in Libby 
(1975b). Even though supplemental information such as trend 
and industry data was not available to the officers, and the 
firms were drawn from populations dissimilar to the customer 
populations of the participants, the average prediction ac¬ 
curacy was 74% (p. 156). The agreement between loan officers 
on the fail-not fail scale averaged about 80%. This high de¬ 
gree of consensus is in contrast to the many studies report¬ 
ing low intersubject agreement (Goldberg, 1968). Finally, 
confidence in decisions and subjects' estimates of prediction 
accuracy was found to be unrelated to decision accuracy. Gi¬ 
ven this finding, which has been supported in prior research 
(Oskamp, 1965), the validity of employing users' opinions 
concerning the information that would increase decision per¬ 
formance must seriously be questioned. 
Ashton (1974) utilized ANOVA to evaluate auditors' in¬ 
ternal control judgments. Sixty-three practicing auditors 
judged the strength of control in a payroll system for thirty- 
two cases on a six point scale. The informational cues con¬ 
sisted of six control procedures which were either existent 
or non-existent in that system. To analyze decision stability, 
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a second questionnaire was administered six to thirteen weeks 
after the first. 
The results showed a high average degree of judgment 
consistency between the two time periods, as measured by the 
correlation of auditors' ratings (r=.81). Consensus between 
auditors was also substantial, with the average response cor- 
2 
relation between all pairs of auditors being .70. The w 
values showed that, on the average, over 80% of the judgment 
variance was attributable to the six main effects. The vari¬ 
ance explained by the fifteen interaction terms totaled only 
6.4%, indicating that the effects of each question were con¬ 
sidered independently. The two factors accounting for the 
greatest proportion of decision variance concerned the separa¬ 
tion of duties. The possibility of an order effect exists, 
however, for these two questions were always presented first. 
A major implication of this and similar research in¬ 
vestigations is cited by Ashton (p. 153). If it is assumed 
that inconsistent internal control judgments are dysfunc¬ 
tional, their reduction may be a desirable objective of ac¬ 
counting firms. This necessitates knowledge as to its exis¬ 
tence and causes. The correlation technique can point up 
those auditors who disagree with each other and those who 
are inconsistent over time. ANOVA may be used to identify 
the possible causes of these inconsistencies by analyzing 
the differential cue utilizations among the auditors. The 
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importance of these comments for the present study are rea¬ 
dily apparent. 
A summary of the research reviewed in this section can 
be found in table 2.1. 
Summary of Selected Lens Model Results 
From the numerous studies conducted on the mathematical 
representation of environmental and judgmental systems, cer¬ 
tain intriguing results have been found. Many of these are 
amazingly consistent across research settings, and therefore 
have been mentioned in the studies previously reviewed. The 
following is a brief summary of selected results that have 
2 
relevance for the study presented here. 
The validity of linear models in predicting judgments 
has been demonstrated in a variety of contexts. As seen in 
the studies presented, the multiple correlation coefficients 
of subjects' response systems (R ) indicated a high degree of 
s 
linearity (R =.905, .951, and .919) for naive, semisophisti- 
O 
cated, and sophisticated groups when IQs were predicted from 
ten Rorschach cues (Hammond et al., 1964); Rs=.78 when the 
judgments of a graduate admissions committee were modeled 
(Dawes, 1971); w* 2 values indicated that, on the average, over 
80% of the variance in auditors' judgments concerning a firm's 
internal control was attributable to the additive linear com¬ 
ponents of an ANOVA model (Ashton, 1974); and Libby (1975a) 
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found that linear models predicted an average of 88% of loan 
officers' fail-not fail decisions. 
Slovic and Lichtenstein (1971, pp. 677-78) examined the 
applicability of linear models in over thirty studies and 
found multiple correlation coefficients in the .80s and .90s 
for artificial tasks, and the .70s for more complex real- 
world situations. Remarkably little shrinkage was also evi¬ 
dent from the models that were cross-validated (Einhorn, 
1971; Slovic and Lichtenstein, 1968; Summers and Stewart, 
1968). In addition, the relative weights attached to various 
cues in the models have varied substantially, and have been 
used to explain intersubject disagreement and achievement 
(Hursch et al., 1964; Slovic et al., 1972; Hoffman et al., 
1968). As Slovic and Lichtenstein state: 
. . . it is apparent that the linear model is a powerful 
device for predicting quantitative judgments made on the 
basis of specific cues. It is capable of highlighting 
individual differences and misuse of information as well 
as making explicit the causes of underlying disagreements 
among judges in both simple and complex tasks (1971, p. 
679). 
Related to the strong predictive ability of linear mo¬ 
dels is the fact that only minimal improvements in predict¬ 
ability have been found by considering nonlinear or configural 
terms. For example, although ANOVA studies have reported 
some significant interaction terms, indicating configural cue 
usage, the proportion of judgment variance explained by these 
terms is minor when compared to the main effects. 
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Interaction terms explained only about 4% of the vari¬ 
ance in stockbrokers' decisions concerning the attractive¬ 
ness of common stocks (Slovic et al., 1972). Fifteen inter¬ 
action terms contributed only 6.4% to explained variance 
when auditors evaluated a firm's internal control (Ashton, 
1974). Decisions on foreign policies (Summers and Stewart, 
1968), the quality of patient care in hospitals (Kuber, 
Sahney, and Ford, 1969), and workman compensation cases 
(Kort, 1968) all found small predictability improvements 
from using configural or nonlinear terms. In fact, studies 
have shown little judgment variance attributable to interac¬ 
tion terms even when experts say the decisions are made in 
a configural manner. Goldberg (1968) searched for inher¬ 
ently configural diagnostic tasks in physical medicine, psy¬ 
chiatry, and clinical psychology. The studies related gen¬ 
erally arrive at the same conclusion, "... the linear model 
provided an excellent representation of the judgments . . . 
even for a task which (is) believed to be a highly configural 
one" (p. 491). 
It should be noted that using linear mathematical 
techniques to model decision functions has been termed the 
"paramorphic" representation of judgment (Hoffman, 19 60) . 
That is, it is not meant to imply that decision makers ac¬ 
tually use a weighted additive model in making decisions. 
However, their final judgments can be reproduced with accuracy 
from those models. 
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One of the most consistent findings in the literature 
on the mathematical representation of judgments has been 
termed "bootstrapping." This refers to the superiority of 
an individual's model over the individual himself in pre¬ 
dicting the actual criterion variable. Numerous studies 
have shown the correlation between a subject's judgments and 
the environmental event (i.e., achievement index r ) to be 
ci 
lower than the correlation between the event and the predic¬ 
tions made by that subject's model. 
In Goldberg's (1970) study of clinical vs. actuarial 
prediction, the most accurate judge (r=.39) was outperformed 
by the most accurate model (r=.43) in differentiating psycho¬ 
tic from neurotic patients given MMPI scale scores. The mean 
achievement across judges was .28 as compared to the models' 
accuracy of .31. Wiggins and Kohen (1971) found greater dis¬ 
crepancies in their study concerning the prediction of gra¬ 
duate school success. The most accurate model in this situa¬ 
tion (r=.64) substantially outperformed the highest predic¬ 
tion achievement of any individual (r=.48). In fact, 
". . . for every one of the 98 judges in the present study, 
the model of the judge was more valid than the judgments 
themselves" (p. 102). Similar results can be found in Dawes 
(1971), Yntema and Torgerson (1961), Dawes and Corrigan 
(1974), and Hamner and Carter (1975). Meehl (1954) reviewed 
twenty studies where actuarial methods performed better than 
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individual's judgments, and Sawyer (1966) supported this con¬ 
clusion with a review of forty-five studies. 
It should be noted that one study in an accounting con¬ 
text presented contrary results. Libby (1974) reported that 
loan officers outperformed their models when predicting busi¬ 
ness failure. This conclusion is open to debate, however, 
as shown in the remarks of Goldberg (1976) and Libby (1976). 
A simple underlying rationale for this bootstrapping 
phenomenon is that an individual lacks the reliability of a 
machine. As Goldberg (1970) noted: 
He 'has his days': boredom, fatigue, illness, situa¬ 
tional and interpersonal distractions all plague him, 
with the result that his repeated judgments of the exact 
same stimulus configurations are not identical. He is 
subject to all these human frailties which lower the re¬ 
liability of his judgments below unity. And, if the 
judge's reliability is less than unity, there must be 
error in his judgments—error which can serve no other 
purpose than to attenuate his accuracy. If v/e could 
. . . (eliminate) the random error in his judgments, we 
should thereby increase the validity of the resulting 
predictions" (p. 423). 
In effect, to the extent that a model eliminates random 
error in judgments, it should be a more valid predictor than 
the individual. However, the model will not perform better 
to the extent that it doesn't caoture valid non-linear vari- 
ance in the environment. 
In reviewing the research on clinical judgments, Gold¬ 
berg (1968) noted fourteen studies which had shown that the 
amount of information available to a decision maker is not 
related to judgment accuracy. However, some indicate that an 
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individual's confidence and perceived accuracy increase sig¬ 
nificantly with the addition of information, leading to a 
low relation between decision accuracy and confidence. 
Oskamp (1965) evaluated the confidence and accuracy in 
judgments for subjects after receiving each of four informa¬ 
tion sets on a given case. The average judge exhibited a 
slight degree of overconfidence after exposure to one quarter 
of the information (perceived accuracy of 33% as compared to 
a 26% actual rate); after seeing all the information, how¬ 
ever, a high degree of overconfidence was evident (while es¬ 
timated accuracy was 53%, only 28% of the responses were 
correct). As Oskamp noted, "... the judges' confidence 
ratings show that they become convinced of their own in¬ 
creased understanding of the case . . . their certainty about 
their own decisions became entirely out of proportion to the 
actual correctness of those decisions" (1965, p. 264). Re¬ 
sults such as these were also demonstrated by Ryback (1967). 
In addition, Libby (1975b) found that actual performance was 
not significantly related to two measures of loan officers' 
confidence in predicting business failure. 
A number of studies have investigated decision makers' 
self-insight into their decision processes. In the majority 
of these, judges' insights were found to be poor, as measured 
by the correspondence between the computed mathematical 
weights and elicited subjective weights (Hoepfl and Huber, 
1970; Hoffman, 1960; Oskamp, 1962; Pollack, 1964; Joyce, 
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1977; Slovic, 1969; Slovic, Fleissner, Bauman, 1972). One 
major error in self-insight has emerged from these studies. 
There is a strong tendency for judges to overestimate the 
importance placed on minor cues. That is, their subjective 
weights greatly exceed their models' computed weights on 
these cues. Conversely, judges underestimate the computed 
importance of the major cues (Slovic and Lichtenstein, 1971, 
p. 684). 
To evaluate the relative accuracy of computed and sub¬ 
jective weights in reproducing a judge's actual decisions. 
Summers, Taliaferro, and Fletcher (1970) asked subjects to 
judge the socioeconomic growth of underdeveloped nations from 
a number of cues, and estimate the importance attached to 
each cue. The resulting average correlation between actual 
judgments and those predicted by the calculated regression 
models was .75. When judgments were predicted from a model 
employing the judges' subjective weights, however, the cor¬ 
relation with actual decisions dropped to .60. As the au¬ 
thors state, "... these results suggest that even in a 
relatively simple 4-cue judgment task such as studied here, 
S's self-report of his judgment policy is of limited value 
in reproducing his judgments" (p. 250) . Martin (1957) found 
a mean correlation of .77 between a self-explicated model's 
predictions and actual judgments, while the predictions of a 
linear model computed in the usual manner correlated .89 
with those judgments. A similar finding is reported in 
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Hoepfl and Huber (1970). It should be noted, however, that 
a high degree of insight was found when auditors evaluated 
internal control systems (Ashton, 1974). 
Stability of judgments over time and agreement between 
judges have been focal points in decision model research. 
Investigations into the test-retest reliability of judgments 
have generally shown a high degree of consistency between an 
individual's decisions over time (Goldberg, 1968; Ashton, 
1974; Joyce, 1977; Libby, 1975). Research indicates, how¬ 
ever, that the consensus among decision makers leaves much 
to be desired in many situations. Although some studies have 
found a high degree of intersubject agreement (Bryan, Hunt, 
Walker, 1966; Goldberg, 1966; Hunt and Jones, 1958; Winslow 
and Rapersand, 1964), many have found practically none 
(Brodie, 1964; Howard, 1963; Watley, 1967; Watson, 1967; 
Grosz and Grossman, 1964). Low intersubject agreement has 
even been found in medical diagnostic decisions. 
Hoffman, Slovic, and Rorer (1968) reported a median 
correlation between radiologists' judgments on the malignancy 
of ulcers of .38. Bakwin (1945) found no correlation whatso¬ 
ever between physicians' judgments on the advisability of 
tonsillectomy. Varying results on subject consensus have 
emanated from studies in accounting contexts. Slovic (1969) 
reported a low degree of consensus between stockbrokers' 
evaluations of common stocks (r=.32). Similar findings are 
reported in Wright (1975), Hofstedt and Hughes (1975), and 
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Joyce (1977). For certain accounting judgments, however, a 
high level of intersubject agreement has been found (Ashton, 
1974; Libby, 1975b). The question arises, therefore, as to 
the types of decisions and decision makers that permit a sub¬ 
stantial level of consensus. 
A summary of the selected results discussed is pre¬ 
sented in Table 2.2. 
Implications 
The importance and implications of prior research on 
the mathematical modeling of judgmental and environmental 
systems for the study presented here can readily be seen. 
Studies have shown the lens model to be a powerful tool in 
analyzing various types of judgmental situations. Complex 
decisions can be reproduced with accuracy and relative cue 
usage estimated through the application of linear decision 
models. These findings have been remarkably consistent in 
fields such as clinical psychology, medicine, and accounting. 
As a consequence, support exists for its use in capturing au¬ 
ditors' decisions on going concern problems given certain 
informational cues. 
Lens model research in accounting is still in its in¬ 
fancy. The framework allows investigations into numerous 
issues such as the level of consensus among judges, decision 
stability over time, judges' insight into decision processes, 
and the relation between confidence and accuracy of decisions. 
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Although findings have been reported in other fields, the 
conclusions drawn cannot be extrapolated to accounting con¬ 
texts without first researching these topics for various ac¬ 
counting decisions. The hazards of uncritically accepting 
the results obtained in other disciplines have been well do¬ 
cumented. The implementation of the lens model in this 
study will provide further evidence as to the valid associa¬ 
tions that may be drawn. 
As previously noted, selected accounting investigations 
performed thus far have uncovered a few discrepancies with 
results reported in other fields. Libby (1975) found that 
loan officers' decision models did not exhibit greater pre¬ 
dictive accuracy than the officers themselves in distinguish¬ 
ing failed from non-failed firms. This finding, which is 
contrary to the "bootstrapping" phenomenon, is under debate 
(Goldberg, 1977; Libby, 1977). Ashton (1974) reported a high 
level of self-insight by auditors into their internal control 
decisions. Although Slovic (1969), Joyce (1977), Hofstedt 
and Hughes (1975), and Wright (1975) found a low level of 
consensus between judges for certain accounting decisions, 
Libby (1975) and Ashton (1974) reported a high degree for 
other judgments. It is plausible, therefore, that the speci¬ 
fic types of accounting judgments and decision makers inves¬ 
tigated have an effect upon these issues. For example, well 
defined tasks, such as internal control judgments performed 
by experienced judges (auditors) may facilitate a high level 
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of intersubject agreement. More work obviously needs to be 
done in this area. 
Consensus in auditors' judgments can have serious im¬ 
plications for the comparability of published financial 
statements and audit reports. The lens model provides a de¬ 
sirable framework for analyzing auditors' consensus in eval¬ 
uating going concern problems in the present study. Finally, 
it has been shown in prior research that a low relation ex¬ 
ists between confidence in judgments (perceived accuracy) and 
actual decision accuracy. Replication of this finding in ac¬ 
counting situations can have serious ramifications for the 
validity of opinion research in judging the efficiency of 
alternative information sets. The study conducted here will 
investigate the applicability of this finding to auditors' 
going concern decisions. 
The Attitude Model 
The attitude concept has been a focal topic of social 
psychological research for years. As Allport has stated, 
". . . attitude is probably the most distinctive and indis¬ 
pensable concept in contemporary American social psychology" 
(1968, p. 59). Unfortunately, it is characterized by con¬ 
siderable ambiguity. There exists little agreement over what 
an attitude is, how it should be measured, what determines 
its formation, and what is its relation to behavior. For 
example, Fishbein and Ajzen (1972) found over five hundred 
65 
different techniques used to measure attitudes in research 
published between 1968 and 1970. In addition, a growing dis¬ 
enchantment with the attitude concept has been evident in 
recent years, due in large part to the low and insignificant 
relations found in many studies between attitudes and beta¬ 
's 
vior (Ajzen and Fishbein, 1975). 
The attitude model advocated by Fishbein and Ajzen 
(1975) is particularly relevant in the present study for it: 
(a) represents a cohesive and consistent system for viewing 
the role and importance of attitudes in explaining behavior; 
and (b) reconciles the observed inconsistencies obtained in 
prior research. Many different aspects of the model (de¬ 
scribed previously) may be discussed along with the related 
literature. This section presents a sample of the empirical 
research pertaining to those aspects which are of specific 
concern to the research conducted here. 
In the present study, auditors' behavior with respect 
to qualifying an audit opinion for going concern reasons is 
analyzed in terms of this attitude model. As stated pre¬ 
viously, an integral part in predicting behavior is consi¬ 
deration of a person's intention to perform that behavior. 
That is, the auditors' intentions to render going concern 
qualifications must be assessed. Behavioral intentions are 
given to be a function of one's attitude toward performing 
that behavior and a subjective norm. Note, the attitude 
measure specifically relates to the behavior in question. 
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not the object or person the behavior is directed at. The 
relation is stated as follows: 
B^I = (Ab) w1 + (SN) w2 
The attitude toward the behavior (A^) is viewed from 
an expectancy/valence approach, where Ab = ? t> - ; e repre- 
sents the evaluations of the act's consequences, and b refers 
to the probability that those consequences will result from 
performing the behavior. The subjective norm (SN), which 
accounts for the influence of the social environment, is gi- 
n 
ven as SN = Z b.m., where b refers to the belief that refer- 
i=l 1 1 
ence groups think a person should or should not perform the 
behavior, and m is the motivation to comply with those re¬ 
ferents. The weights (w-, and w2) reflect the relative impor¬ 
tance of each variable. 
As can be seen, viewing an attitude toward a behavior 
in terms of the behavior's consequences and evaluations of 
those consequences allows an investigation into the underly¬ 
ing causes of that behavior. For example, if a strong rela¬ 
tion exists between an auditor's qualifying behavior and his 
attitude toward qualifying, the reasons for this attitude 
and resultant behavior may be analyzed. Similar kinds of 
analyses can be made with the normative component. 
The magnitude of the intention-behavior association 
can be affected by three major factors: the degree of cor¬ 
respondence between their measured levels of specificity; 
the stability of the intention; and the person's volitional 
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control over performing the intention. Perhaps the most im¬ 
portant of these for the study conducted here is the degree 
to which the intention is measured at the same level of spe¬ 
cificity as the behavior to be predicted (Fishbein and Aj- 
zen, 1975, p. 369). This measured specificity between inten¬ 
tions and behavior can vary in terms of the behavior itself, 
the target object at which the behavior is directed, the si¬ 
tuation in which the behavior is to be performed, and the 
time at which the behavior is to be performed (Fishbein and 
Ajzen, 1975, p. 292). The implications for the present study 
are readily apparent. To accurately predict auditors' qua¬ 
lifying behavior, the intentions to qualify should be mea¬ 
sured at the corresponding levels of specificity, which ne¬ 
cessitates measuring the attitudinal and normative components 
at that level. 
Relevant Attitude Research 
The validity of the relations within the attitude model 
is of primary importance for the analysis of auditors' qual¬ 
ifying behavior. As will be seen, considerable empirical 
support exists for: (a) an expectancy/valence approach to 
attitudes; (b) the relevance of A^ and SN in determining be¬ 
havioral intentions; and (c) a strong relation between atti¬ 
tude, intention and behavior when measured at the same level 
of specificity.^ 
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To test the expectancy/valence model of attitudes, 
Fishbein (1963) conducted a study concerning subjects' atti¬ 
tudes toward Negroes. Ten salient beliefs were elicited 
from the subject population with respect to the perceived 
characteristics of Negroes. These attributes were then 
evaluated by a different sample of subjects on five evalua¬ 
tive semantic differential scales. The subjects also rated 
the likelihood that Negroes had these characteristics on five 
probability scales. Each subject's attitude toward Negroes 
was estimated by multiplying the sum of the five evaluative 
scales for a given attribute (e) by the sum of the five prob¬ 
ability scales on that attribute (b), and adding the pro¬ 
ducts. A direct measure of attitude toward Negroes was ob¬ 
tained via responses on five evaluative semantic differential 
scales for the concept "Negro." The results showed a corre¬ 
lation of .80 between the estimated and direct attitude 
measures. 
Similar results have been found in studies concerning 
attitudes toward political candidates (Feldman and Fishbein, 
1963; Fishbein and Coombs, 1974). Twenty-four belief state¬ 
ments on two presidential candidates, Johnson and Goldwater, 
were constructed from subject responses. A sample of six 
hundred residents in a small community were then asked to 
rate each belief statement for both candidates on a seven 
point probable-improbable scale; evaluate each attribute in 
the statements on a seven point good-bad scale; and provide 
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a direct attitude measure toward the candidates. Estimates 
of the attitudes for the expectancy/valence model were cal¬ 
culated in the usual manner. Correlations of .69 and .87 
were obtained between the direct and estimated attitudes 
toward Johnson and Goldwater respectively. 
Jaccard and Davidson (1972) also found a substantial 
correlation between a direct semantic differential measure 
and the computed estimate when the attitudes of women toward 
using birth control pills were investigated (r=.73). Fur¬ 
ther support may be seen in Rosenberg (1956), Carlson (1956), 
Fishbein, Landy and Hatch (1969), Ajzen and Fishbein (1970), 
and Insko et al. (1970). It would appear, therefore, that a 
person's attitude toward some object or action may be ana¬ 
lyzed in terms of the person's beliefs about the object's 
attributes or act's consequences and the person's evaluations 
of those attributes or consequences. 
A number of studies have investigated the relationship 
between behavioral intentions and the factors (A^ and SN) 
which are assumed to determine those intentions. In the 
Jaccard and Davidson (1972) study, seventy-three female sub¬ 
jects evaluated fifteen consequences of using birth control 
pills on seven point good-bad scales. Their beliefs that 
the consequences would actually occur were obtained on 
seven point probable-improbable scales. Belief statements 
for twelve referents and motivation to comply with those 
referents were also elicited for the normative component of 
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the model. Regression analysis was performed resulting in 
significant regression weights for both the attitudinal and 
normative components of the model. The multiple correla¬ 
tion coefficient between intention to use birth control 
pills and the two variables was a substantial .835. 
Ajzen and Fishbein (1970) and Ajzen (1971) investi¬ 
gated the intentional model in an experimental Prisoner's 
Dilemma game. In the game two subjects made repeated selec¬ 
tions between two alternative courses of action (X and Y). 
The payoffs resulting for both players are a function of 
their combined selections which reflect a cooperative or 
competitive motive. For example, a payoff matrix may be con¬ 
structed which results in: both players gaining six points 
if they cooperate (i.e., both choose alternative X); both 
lose two points if they compete (i.e., both choose Y); or 
one receives and the other loses eight points if one competes 
and the other cooperates (i.e., their selections differ) 
(Fishbein and Ajzen, 1975, p. 309). Both studies elicited 
subject responses on intentions to choose X and Y, attitude 
toward choosing each alternative, belief that the other 
player thought he should choose X and Y, and motivation to 
comply with his partner. Different payoff matrices were uti¬ 
lized for three games over the two studies. The resulting 
multiple correlation coefficients were .888, .899, and .818 
between intentions and the attitude and normative components 
for each of the games. 
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McArdle (1972) also found a substantial multiple cor¬ 
relation (R=.74) of and SN on intentions when attitudes, 
intentions, and the normative component were assessed for 
alcoholics in signing up for the alcoholic treatment unit 
in a V.A. hospital. In fact, Fishbein and Ajzen (1975, p. 
310) reviewed thirteen studies which investigated the rela¬ 
tionship between intentions and its two predictors, A^ and 
SN. The average multiple correlation coefficient over all 
the studies was .746, providing strong support for that as¬ 
pect of the model. 
Intention-behavior correlations have also been high 
when measured at the same level of specificity. Several of 
the studies discussed earlier obtained measures of overt 
behavior so as to analyze this relation. Selection of the 
cooperative alternative in the two studies using the Pri¬ 
soner's Dilemma game (Ajzen and Fishbein, 1970; Ajzen, 1971) 
was predicted from intentions to choose that alternative. 
Correlations between intentions and behavior were .841, .897, 
and .822 over all subjects for the three games. McArdle 
(1972) found a correlation of .76 between intentions to sign 
up for the Alcoholic Treatment Unit by individuals with 
drinking problems and actual signing behavior. In the in¬ 
vestigation of voting behavior, Fishbein and Coombs (1974) 
found correlations of .888 and .785 between subjects' inten¬ 
tions and actual voting for Goldwater and Johnson respect¬ 
ively in the 1964 presidential election. A study by Holman 
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(1956) revealed a correlation of .80 between the number of 
football games attended by subjects in a season and their 
relevant intentions measured at the beginning of the season. 
It would appear, therefore, that strong associations 
have been found between intentions and behavior when both 
are measured at the same level of specificity. Given that 
intentions are determined by and SN, similar relations 
should exist between these variables and behavior. The cru¬ 
cial factor is that the measurements correspond with respect 
to the action, target, situation, and time. The importance 
of this consideration cannot be underestimated when attitu- 
dinal variables are used in the prediction of behavior. 
This was strikingly demonstrated in an extensive review of 
the research performed by Ajzen and Fishbein (1975). It was 
postulated that the greater the degree of correspondence 
between attitudinal and behavioral entities with respect to 
the fcur elements cited, the greater will be the attitude- 
behavior relation. For practical purposes, numerous studies 
were reviewed in the light of the target and action elements. 
Studies were grouped into low, partial, and high correspon¬ 
dence and the correlations between attitude and behavior ob¬ 
served for each grouping. The trend significantly supported 
the relations stated in the attitude model. Consider, for 
example, a sample of the studies reviewed." 
A study conducted by Himmelstein and Moore (1963) is a 
mood examtle of low correspondence between attitudinal and 
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behavioral entities. One hundred white male students were 
dichotomized into two groups depending upon their attitude 
toward blacks as measured on a nine item scale. While wait¬ 
ing for the experiment to begin, a (white) confederate circu¬ 
lated a petition to extend the library hours on Saturday un¬ 
til eight o'clock. This was either signed or not signed by 
a white or black student assistant in the room. The beha¬ 
vior observed was the compliance or lack of compliance with 
the assistant's response. A non-significant relation was 
found between the subjects' attitude toward blacks and the 
compliance with the blacks' response. This finding is not 
surprising, however, when the degree of correspondence is 
considered. A general attitude measure was used to predict 
a specific behavior. The behavior, in fact, may reflect the 
subject's attitude toward extending the library hours, and 
not an attitude toward blacks. 
Similar problems exist in a study by Genthner and Tay¬ 
lor (1973). Thirty-six white male students were divided in¬ 
to two groups depending upon their scores on the Kelly, 
Ferson, and Holtzman (1958) desegregation scale. While com¬ 
peting with another student on a task involving reaction 
time, they could render electrical shocks to their opponent 
who was either a black or white confederate. The average 
intensity of the shocks served as the behavioral criterion. 
Once again, no significant relation existed between the con¬ 
federate's race and the subject's desegregation attitude. 
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In fact, Ajzen and Fishbein (1975, p. 16) report fourteen 
studies where a low attitude-behavior correspondence resulted 
in low and insignificant attitude-behavior relations. 
Generally, inconsistent findings result from studies 
where partial correspondence is evident. That is, either 
the action elements correspond and the target elements don't, 
or the reverse is true. Norman (1975) conducted three ex¬ 
periments with a total of 196 undergraduate students. Atti¬ 
tudes toward "volunteering as a subject" and "acting as a 
subject in psychological research" were measured on a twelve 
item instrumentality scale (Rosenberg, 1956) and a nine point 
very unfavorable-very favorable scale respectively. A six¬ 
teen item semantic differential scale was combined with the 
latter concept in the third study. In the first two experi¬ 
ments, a three point volunteering scale was used as the be¬ 
havioral criterion, while subject agreement to stay for an 
additional experimental session was used in the third study. 
The correlations between attitudes and behavior for the 
three studies ranged from .14 to .53. The instrumentality 
index did not significantly correlate with behavior in study 
1, but was significant in studies 2 and 3. The other two 
attitude measures had a significant correlation with beha¬ 
vior only in study 3. Note, however, although the action 
elements (agreeing to be a subject) are similar, the attitu- 
dinal target is psychological research in general, and the 
behavioral target is a specific experimental situation. 
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Lack of correspondence between the action elements can 
be seen in a study by Schopler and Thompson (1968). Towards 
the end of an interview, subjects were asked to indicate how 
often they would wash a garment in the following week for 
the interviewer, who was ostensibly interested in a new fab¬ 
ric. Four evaluative semantic differential scales estimated 
the subjects' attitudes toward the interviewer. Four experi¬ 
mental conditions were considered resulting in inconsistent 
attitude-behavior correlations. Ajzen and Fishbein (1975) 
report twenty-four similar studies where an attitude toward 
an individual was used to predict specific behaviors toward 
that individual (i.e., partial correspondence). Eight re¬ 
ported insignificant relations between attitudes and beha¬ 
vior, six reported significant relations, and ten obtained 
inconsistent findings. 
In contrast to the studies presented above, Ajzen and 
Fishbein reviewed fifteen studies which utilized measures of 
attitudes and behavior judged to be appropriate. Every one 
of these found significant attitude-behavior relations. For 
example, Kothandapani (1971) estimated attitudes toward us¬ 
ing birth control methods for 452 married women with 12 at¬ 
titude scales (Thurstone, Guttman, Likert, and self rating 
scales were used). The subjects also reported whether they 
used birth control methods or not. The correlation between 
each of the twelve attitude scales with behavior were 
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significant and generally high. With the exception of one 
(r=.36), the correlations ranged from .55 to .82. 
In the Fishbein and Coombs (1974) study cited earlier, 
two attitude measures were obtained for both Johnson and 
Goldwater before the 1964 presidential election. Attitudes 
measured by a five item evaluative semantic differential and 
n 
a twenty-four item scale based upon ^E^b^e^ correlated .70 
and .73 respectively with voting behavior toward Goldwater. 
The correlations for Johnson were .51 and .72 respectively. 
Finally, five attitude measures toward drinking alcoholic 
beverages were obtained by Veevers (1971), and related to 
the reported frequency of subject drinking. The computed 
Gamma coefficients ranaed from .49 to .72. All of the five 
attitude measures were significantly related to the beha¬ 
vioral criterion. 
As can be seen, the studies cited support the rele¬ 
vance of attitudes in determining behavior when the corres¬ 
pondence between attitudinal and behavioral entities is taken 
into account. Ajzen and Fishbein (1975) reviewed a total of 
137 studies grouped into low, partial, and high correspon¬ 
dence. Under low correspondence, twenty-two studies revealed 
no significant attitude-behavior relation; three studies ob¬ 
tained a correlation of less than .40; while no research 
showed an r_>.40. Seventy studies were grouped under partial 
correspondence; twenty-two showed no significant relation; 
forty-five had an r<.40; and three had r>_.40. Studies with 
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high correspondence were subdivided into questionable and 
appropriate measures. For the questionable measures, every 
one of fifteen studies showed significant relations, seven 
having a correlation under .40 and eight having an r_>.40. 
Every one of the twenty-seven studies with appropriate mea¬ 
sures and high correspondence, on the other hand, revealed 
significant relations between attitudes and behavior with 
correlations exceeding .40. As the authors state: 
. . . the findings concerning the relation between atti¬ 
tude and behavior only appear to be inconsistent. A 
person's attitude has a consistently strong relation 
with his behavior when it is directed at the same target 
and when it involves the same action. Generally low and 
inconsistent relations are observed when the attitudinal 
and behavioral entities fail to correspond in one or 
both of these elements" (p. 68). 
Conclusion 
It would appear, therefore, that the empirical results 
obtained provide impressive support for those aspects of the 
attitude model utilized in the research conducted here. With 
appropriate correspondence between the measured variables, 
behavior may be related to behavioral intention, which in 
turn may be analyzed in terms of the attitude toward perform¬ 
ing the behavior and the subjective norm. The underlying 
causes of these two components can then be investigated (e.g., 
information about the subject's perceived probabilities that 
certain consequences will result from performing the behavior 
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as well as their evaluations of those consequences will be 
brought into sharp focus). 
The implications for the present study are readily ap¬ 
parent. Given that a strong relation is found between au¬ 
ditors' decisions to render going concern qualifications and 
their intentions to do so (as determined by the attitudinal 
and normative components), the reasons for that qualifying 
behavior may be analyzed. 
A summary of the relevant research is presented in 
table 2.3. 
The Going Concern and Bankruptcy Issues 
Going Concern Studies 
The going concern concept is generally recognized as 
one of the fundamental postulates underlying present account¬ 
ing practice (Moonitz, 1961; Grady, 1965; Wixon et al., 
1970). On the surface, it would appear that substantial 
agreement exists as to its meaning and role in the prepara¬ 
tion of financial statements. The application of the concept 
for auditors' reporting responsibilities is shrouded in ambi¬ 
guity, however. As Conner (1968, p. 22) states, "There is 
no generally accepted definition of when an enterprise's fi¬ 
nancial position becomes so bad that special treatment is in 
order." 
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When preparing financial statements, it is assumed that 
a firm will remain in operation in the absence of contrary 
evidence, but what constitutes contrary evidence. Carmi¬ 
chael (1972, p. 94) cites eight elements and divides them 
into financing problems (difficulty in meeting obligations), 
and operating problems (apparent lack of operating success). 
If substantial evidence exists which negates a firm's con¬ 
tinued life, he states that the common practice is to dis¬ 
claim the audit opinion. No one element or combination of 
elements within a firm controls this decision to disclaim, 
however. "The mere presence of some elements of contrary 
evidence does not automatically lead to a disclaimer of opi¬ 
nion" (p. 136). In fact, the practice of disclosing going 
concern problems in the audit opinion has been questioned. 
As Hill states: 
The state of solvency of a business enterprise should be 
disclosed by its financial statements together with their 
accompanying notes. Introduction of a requirement for 
an auditor to comment on the solvency or to offer other 
evaluations of the company's business condition brings 
the matter outside financial reporting" (1973, p. 57). 
Conner (1968) conducted a small survey of statement 
users investigating the disclosure requirements they believe 
should be adhered to. Most stated that the auditor does 
have a responsibility for disclosing financial problems, but 
many wanted disclosure in footnote form, not in the audit 
opinion. However: 
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. . . some users of financial statements do not believe 
the independent accountant has any responsibility for 
disclosure that a company is in financial difficulty. 
They are of the opinion that readers should be presented 
with the facts but that they should arrive at their own 
conclusions (p. 24). 
It can be argued that if pervasive uncertainties con¬ 
cerning a firm's future existence are evident, the fairness 
of the firm's financial statements is under question when 
prepared under generally accepted accounting principles, 
which would lead to disclosure of that fact. Presented be¬ 
low is a review of empirical research concerning auditors' 
performance in rendering continuity disclosures, as well as 
techniques used to predict going concern problems and busi¬ 
ness failure. 
Altman and McGough (1974) investigated auditors' per¬ 
formance in issuing going concern qualifications. Thirty- 
four companies that entered bankruptcy since 1970 were se¬ 
lected and their annual reports examined for the two years 
prior to the date of bankruptcy. The auditors' indications 
of going concern problems, as represented by a disclaimed 
or qualified opinion, were then compared with the classifi¬ 
cation accuracy achieved by Altman's (1968) bankruptcy dis¬ 
criminant model (discussed later in this section). 
The results were surprising. Based on the latest 
available financial statements prior to bankruptcy, the au¬ 
ditors' opinions indicated going concern problems in only 
44% of the cases (p. 53). The discriminant model, on the 
other hand, accurately classified 82% of the firms as going 
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bankrupt using the latest available statements. This accu¬ 
racy decreased to 58% two years prior to bankrupcy, however, 
the auditors signified problems in only 21% of the cases two 
years prior. These figures are even more surprising when 
one considers that only firms declaring bankruptcy were 
analyzed, a point at which financial problems are usually 
their greatest. 
In recognizing this poor performance, McKee (1975 and 
1976) attempted to construct a discriminant model which could 
be used to predict going from non-going firms. He began by 
distinguishing between bankruptcy or business failure and 
non-going concern status. As he states: 
In many cases the two are treated as one for practical 
purposes, even though a theoretical distinction does 
exist. The distinction is primarily one of time. A 
firm may be a 'non-going concern' for many years due to 
continued losses and questions about the viability of a 
firm's operations. However, the firm may not become 
bankrupt until many years after it first experiences 
losses. . . . Non-going concern status will almost al¬ 
ways precede and at least equal bankruptcy status in 
time (1976, p. 295). 
£ 
Me Kee operationally defined a non-going concern as a 
firm: "(1) undergoing bankruptcy (either chapter X or chap¬ 
ter XI); (2) entering receivership; (3) undergoing a reorgan¬ 
ization where creditors either become shareholders or reduce 
their claims; (4) having had substantial losses in four con¬ 
secutive years; (5) having a significant deficit in retained 
earnings for four successive years; or (6) disposing of or 
discontinuing a major product (25% or more of sales) under 
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adverse conditions (loss) within one year after the focal 
7 
annual report" (1976, p. 297). 
Given this definition, a sample of fifty non-going con¬ 
cerns was selected from the 1973 Disclosure Journal Cumula¬ 
tive Index. These represented twenty-seven different indus¬ 
trial classifications. Fifty going concerns were randomly 
selected from the 1973 Disclosure Journal Company Resumes. 
Asset size of the firms employed in the study ranged from 
$9,700 to $1,708 million. The variables used for inclusion 
into the discriminant function were forty ratios selected on 
a judgmental basis. Several of these were eliminated due to 
a high positive correlation. Stepwise discriminant analysis 
was implemented resulting in a model which included seven 
ratios and had an overall accuracy rate of 77% when classi¬ 
fying the primary sample and 72% for a secondary sample. 
Given that three years' data was computed for each firm, a 
final model was derived by combining the Z scores for all 
three years. The resulting function, presented below, accu¬ 
rately classified 84% of the primary and 87% of the secondary 
sample, which is substantial when considering the diversity 
in asset size and industry classifications represented 
(McKee, 1976, p. 307). 
3 
CZ = Z -0.00112 XI. - 0.00158 X2- + 0.00045 X3i + 
i=l 1 
0.02226 X4± - 0.02371 X5i - 0.00211 X6± - 
0.01194 X7± 
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where: 
XI = Quick ratio 
X2 = Working capital/owners' equity 
X3 = Long term liabilities/working capital 
X4 = Total liabilities/total assets 
X5 = Net sales/total assets 
X6 = Net income before tax plus depreciation, deple¬ 
tion, and amortization/total liabilities 
X7 = Company current ratio/industry current ratio 
CZ = Composite Z score 
i = Year of data 
Bankruptcy Studies 
As previously stated, the bankruptcy issue is closely 
related to going concern problems. As a consequence, many 
of the results found in the studies performed in this area 
have relevance for the research presented here. The accuracy 
rate achieved in classifying failed from non-failed firms; 
the applicability of ratios in predicting bankruptcy; and 
the techniques used to classify firms all have strong impli¬ 
cations for the present study. 
Business failure has inspired numerous research inves¬ 
tigations (e.g., Ramser and Foster, 1931; Fitzpatrick, 1932; 
Mervin, 1942; Winakor and Smith, 1935; Beaver, 1966; Altman, 
1968; Blum, 1969; Daniel, 1968; Meyer and Pifer, 1970; Ed- 
mister, 1972; Deakin, 1972; Gru, 1973; Libby, 1975; Comer- 
ford, 1976). A comprehensive analysis of this research is 
O 
not warranted in the present study. However, a brief over¬ 
view of a few selected studies which have particular rele¬ 
vance to the present investigation will be presented. 
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Beaver's (1966) study investigating ratios as predic¬ 
tors of failure has been acclaimed a landmark for future re¬ 
search in ratio analysis (Horrigan, 1968, p. 291). A sample 
of seventy-nine failed and seventy-nine non-failed firms 
was selected according to a paired sample technique. That 
is, each failed firm (selected from Moody's Industrial Man¬ 
ual) was matched with a non-failed firm of the same industry 
and similar asset size. This was performed so as to control 
for systematic size and industry differences that "might 
blur the relationship between ratios and failure" (p. 74). 
Failure was generally defined as a firm's inability to pay 
its financial obligations as they come due. Operationally, 
a firm was considered to fail if any one of the following 
events occurred: bankruptcy, bond default, an overdrawn 
bank account, or nonpayment of preferred stock dividends 
(p. 71). 
Based upon a ratio's popularity in the literature, its 
performance in previous studies, and its relation to a cash 
flow concept, thirty ratios were selected and computed for 
every set of financial statements available. Data analysis 
consisted of three approaches: a comparison of mean values; 
a dichotomous classification test; and an analysis of like¬ 
lihood ratios (p. 79). In comparing mean values, a profile 
analysis was obtained which indicated that differences did 
exist between ratios of failed and non-failed firms. The 
classification test is a technique which makes a dichotomous 
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prediction of either fail or non-fail status. The predic¬ 
tion is then compared with actual firm status and the per¬ 
cent of misclassification interpreted as a measure of pre¬ 
dictive ability—the smaller the error, the greater the abi¬ 
lity to predict (p. 84). Of all the thirty ratios, cash 
flow to total debt exhibited the strongest ability to pre¬ 
dict failure. One year before failure, the ratio misclas- 
sified only 13% of the sample firms. This increased to a 
22% misclassification rate five years prior to failure. Net 
income to total assets predicted second best with a 13% 
and 28% misclassification one and five years before failure 
respectively. In analyzing the likelihood ratios, a Bayesian 
approach was taken where the probability of failure is viewed 
as being conditional upon the value of a financial ratio. 
From the analyses performed in this study, it was pointed 
out that financial ratios can be useful in predicting busi¬ 
ness failure up to five years prior to the event occurring. 
Not all the ratios have the same predictive accuracy, how¬ 
ever, with many differences not correctly anticipated by a 
priori arguments in the literature (Beaver, 1968). 
As can be seen, Beaver's approach to predicting fail¬ 
ure was univariate, for the analysis of each ratio was 
separate from the others. Altman (1968) furthered the inves¬ 
tigation through the use of a multivariate technique which 
simultaneously considered the effect of several variables 
in predicting business failure. A bankruptcy predictive 
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model based upon ratios was developed through the implemen¬ 
tation of multiple discriminant analysis. Sixty-six manu¬ 
facturing firms were selected with asset sizes ranging from 
$.7 million to $25.9 million. One half of these filed a 
petition for bankruptcy under chapter X of the National Bank¬ 
ruptcy Act during the period 1946 to 1965. The paired sample 
of non-bankrupt firms were matched by industry and asset 
size. Data for ratio computations were derived from Moody's 
Industrial Manuals and selected annual reports one reporting 
period prior to bankruptcy. From an initial list of twenty- 
two ratios, five were selected as doing the best job in pre¬ 
dicting bankruptcy when considered simultaneously. These 
were determined by: (1) observing the statistical signifi¬ 
cance of various functions and noting the relative contribu¬ 
tion of the independent variables; (2) evaluating the inter¬ 
correlations between the variables; (3) observing the pre¬ 
dictive accuracy of various ratio profiles; and (4) judgment 
of the researcher (p. 594) . Note that there is no claim as 
to the optimality of the resulting function. The final dis¬ 
criminant function is as follows (p. 594): 
Z = .012 + .014 X2 + .033 X3 + .006 X4 + .999 X5 
where: 
X-j_ = working capital/total assets 
X2 = retained earnings/total assets 
X3 = earnings before interest and taxes/total assets 
X4 = market value of equity/book value of total debt 
X5 = sales/total assets 
Z = overall index 
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The model correctly classified 95% of the total sample 
when data one year prior to bankruptcy were utilized. An 
upward bias is evident, however, for the model was derived 
from these firms. To overcome this, a secondary sample con¬ 
taining twenty-five bankrupt firms was classified with an 
accuracy rate of 96%. In fact, the model correctly classi¬ 
fied 79% of another sample consisting of sixty-six firms of 
below average performance (i.e., suffered losses but didn't 
go bankrupt). The accuracy rate for classifying the origi¬ 
nal sample two and three years before failure dropped to 72% 
and 48% respectively. As Altman states, ". . . the bank¬ 
ruptcy prediction model is an accurate forecaster of failure 
up to two years prior to bankruptcy . . . the accuracy dimi¬ 
nishes substantially as the lead time increases" (p. 604). 
It should be noted, however, that the model was developed on 
manufacturing firms and therefore may not necessarily apply 
to other types of companies; it has not been tested for very 
small or very large firms; and it was developed out of a 
1946-1965 data base. 
Recognizing that many prior studies disregarded small 
companies in their analysis, Edmister (1972) tested the use¬ 
fulness of ratios for predicting small business failure. 
Data on forty-two cases was obtained from the Small Business 
Administration and the Robert Morris Associates. Failure was 
defined as a loan default from the SBA with the loan subse¬ 
quently being written off as a loss. 
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A review of past theoretical and empirical work on 
failure prediction from ratios resulted in the use of nine¬ 
teen common ratios and five methods of analysis. Three year 
trends and averages of the ratios as well as industry data 
were considered. Firms were either classified as either a 
success or failure by means of multiple discriminant analy¬ 
sis. In deriving the final function, variables were selected 
so as to limit the multicollinearity between the ratios. 
That is, in the stepwise procedure, a variable was not ad¬ 
mitted if its simple correlation coefficient with a variable 
already in the function was 21.31 (the highest intercorrela¬ 
tion in the final function was .23). This was done for 
parameter estimates are extremely sensitive to changes in 
the sample selected and model specifications when a high de¬ 
gree of multicollinearity exists. 
From the stepwise discriminant procedure, a seven vari¬ 
able function estimated on the tri-annual sample accurately 
classified 93% of the firms as either success or failure. 
It should be noted that the predictive power of the ratios 
was cumulative. That is, not one ratio considered separately 
predicted nearly as well as the final function. Also, some 
ratios improved the accuracy of a function, yet were not 
significant predictors themselves. 
Of significance for the present study is the fact that 
the predictive ability of the discriminating function did 
not increase when as many as twenty-five variables were 
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considered simultaneously, for they tended to be highly cor¬ 
related. As Edmister states: 
It appears that . . . reliable functions are most likely 
formed with a set of independent predictors. Since ra¬ 
tios tend to be very similar in their information con¬ 
tent, great care has to be taken to select a group that 
is as diverse as possible. This leads to an important 
implication for the ratio analyst; maximum advantage is 
most likely obtained by selecting one ratio for each 
different characteristic of the borrower's business . . . 
a small number of carefully selected ratios are as useful 
as many ratios in predicting business failure (p. 1491). 
An analysis of the environmental side of the lens model 
employed by Libby (1975) is a further example of failure re¬ 
search which has particular relevance for the study conducted 
here. The data set utilized for the study was obtained 
from Deakin (1972). It consisted of thirty-two firms which 
experienced failure between 1964 and 1970, and thirty-two 
nonfailed firms chosen at random from Moody's Industrial 
Manuals from 1962 to 1966. The fourteen ratios found by 
Beaver (1966) and Deakin (1972) to be significantly related 
to failure were computed for sixty of these firms, one half 
of which failed. Failure was defined as firms experiencing 
bankruptcy, insolvency, or liquidation for the creditors 
benefit. A discriminant function was computed using all 
fourteen ratios and the firms classified using the chi-square 
classification method. A multiperiod sample was implemented. 
That is, data from one of three prior years before failure 
were computed across the sixty firms and used to compute 
the discriminant function. This allowed an investigation 
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into predicting failure over a period of time. A 90% accu¬ 
racy rate was achieved based upon the derivation sample. 
Due to the high inter-ratio correlations and a per¬ 
ceived need to reduce the data set, principal components 
Q 
analysis with a varimax rotation was applied, resulting in 
the identification of five significant factors. These were 
described as profitability, activity, liquidity, asset bal¬ 
ance, and cash position. A ratio which loaded high on each 
of these factors which was commonly cited in the literature 
was then chosen and used as input for a second discriminant 
function. The five ratios derived from the factor analysis 
accurately classified the sixty firms 85% of the time. This 
is a drop of only 5% from the accuracy achieved by using all 
fourteen ratios. 
Table 2.4 presents a summary of the bankruptcy studies 
reviewed. This is followed by a summary of the ratios found 
to be significant in selected bankruptcy research. 
Conclusion 
This section presented a brief overview of selected 
going concern and bankruptcy studies which have relevance 
for the present investigation. As pointed out by Altman and 
McGough (1974) substantial room for improvement exists in 
auditors' going concern decisions. Practically no empirical 
work has been performed with respect to going concern prob¬ 
lems, however. This is the reason for the present study. 
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TABLE 2.5* 
SUMMARY OF RATIOS FOUND TO BE SIGNIFICANT IN SELECTED 
BANKRUPTCY AND GOING CONCERN RESEARCH 
Beaver Altman Edmister Libby McKee 
(1966) (1968) (1972) (1975) (1975) 
1) Current Assets/ 
Total Assets X 
2) Working Capital/ 
Net Worth X 
3) Total Debt/Total 
Assets X X 
4) Working Capital/ 
Total Assets X X 
5) Current Ratio X X 
6) Net Income/Total 
Assets X X 
7) Long-Term Debt/ 
Net Working Ca¬ 
pital X 
8) Retained Earnings/ 
Total Assets X 
9) Sales/Total Assets X X 
10) Cash Flow/Current 
Liabilities X 
11) Quick Ratio/RMA X 
12) Quick Ratio/First 
Quartile RMA X 
13) Inventory/Sales/ 
RMA X 
14) Cash Flow/Total 
Debt X 
15) Sales/Current 
Assets X 
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TABLE 2.5-Continued 
Beaver Altman Edmister Libby McKee 
(1966) (1968) (1972) (1975) (1975) 
16) No-credit Inter¬ 
val X 
17) Cash/Total Assets X 
18) Working Capital/ 
Sales/RMA X 
19) Current Debt/ 
Equity/SBA X 
20) Equity/Sales X 
21) Earnings Before 
Interest and 
Taxes/Total 
Assets X 
22) Quick Ratio X 
23) Earnings Before 
Taxes Plus De¬ 
preciation/Total 
Debt X 
24) Market Value of 
Equity/Book Value 
of Total Debt X 
25) Company Current 
Ratio/Industry 
Current Ratio X 
Sections of this table were excerpted from McKee (1975, p. 
39). An absence of an "X" does not necessarily mean that 
the researchers found the ratio not to be significant. 
* 
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Research on the closely related bankruptcy issue has 
revealed certain relevant facts. That is, a high degree of 
classification accuracy can be achieved in discriminating 
failed from non-failed firms one year prior to the failure 
date. These classifications can be accurately made when fi¬ 
nancial ratios are used as the predictor variables. However, 
no one set of ratios has been found to achieve the highest 
classification accuracy across all studies. The applicabi¬ 
lity of discriminant analysis in the classification process 
has also been demonstrated. Finally, support exists for the 
use of a small number of relatively independent ratios as 
opposed to many highly correlated variables in predicting 
business failure. The implications of these findings for 
the present study can best be seen in the methodology section 
of the thesis. 
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Footnotes 
For excellent reviews of research on the modeling of 
judgmental and environmental systems see Slovic and Lichten¬ 
stein (1971) and Slovic, Fischhoff, and Lichtenstein (1977). 
2 
A comprehensive review of the results obtained can be 
found in Slovic and Lichtenstein (1971) and Slovic, Fischhoff, 
and Lichtenstein (1977). 
3 . 
Wicker (1969) supports this with a review of over 
thirty studies for which an attitude toward some object was 
compared with a behavior toward that object. 
^Analysis of the studies reviewed here along with 
other supportive research may be found in Fishbein and Ajzen 
(1975) . 
5 
Analysis of the studies reviewed here along with 
other supportive research may be found in Ajzen and Fishbein 
(1975). 
g 
Semantical problems may arise in calling a firm a 
non-going concern when it is still, in fact, in operation. 
As a consequence, this status is referred to in the present 
paper as a firm with going concern problems. 
^Note, however, the results of the study are dependent 
upon the validity of this definition. No attempt was made 
to see if auditors agreed with it. This is a crucial point 
which will be considered in the study conducted here. 
^Reviews of bankruptcy studies can be found in Edmis- 
ter (1970), McKee (1975), and Comerford (1976). 
^Varimax is an orthogonal rotation which may be used 
to determine a ratio subset with reduced intercorrelation. 
CHAPTER III 
HYPOTHESES AND METHODOLOGY 
As previously stated, the purpose of this study is to 
investigate various aspects of auditors' decisions associ¬ 
ated with the going concern assumption. This is achieved by 
analyzing two general areas: 
1. Auditors' evaluations of firms as going concerns given 
an alternative information set 
2. Auditors' decisions with respect to issuing going con¬ 
cern qualifications 
The lens model provides the general framework used in 
the analysis of continuity judgments, while qualification 
decisions are viewed in terms of an attitude model. These 
two topics were operationally investigated through the for¬ 
mulation of the following specific hypotheses. 
Hypotheses 
Lens model analysis encompasses the modeling of both 
environmental and behavioral systems. Subject decision ac¬ 
curacy is, to a certain extent, dependent upon the associa¬ 
tion between the informational cues and the criterion vari¬ 
able, irrespective of how the subject uses those cues. As a 
consequence, the information content of a given data set is 
an important consideration when analyzing subjects' decisions. 
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The relevance of ratio data for this research situation was 
examined through the following hypothesis. 
H-j_: The environmental model accurately discriminates 
problem from nonproblem firms. 
Although ratio data may exhibit the ability to distin¬ 
guish problem from nonproblem enterprises, auditors’ deci¬ 
sion accuracy given this information is not assured. Ques¬ 
tions of usefulness immediately arise, leading to an examina¬ 
tion of the subjects' accuracy rate. If not useful, this 
rate should not significantly differ from that attained via 
random classification. The belief that ratios do provide 
auditors with valuable information to base going concern de¬ 
cisions upon was tested through hypothesis H2. 
H2: The accuracy rate of subjects' classifications ex¬ 
ceeds that rate expected from random classifica¬ 
tions . 
In this research context, linear discriminant models 
are used to capture auditors' continuity decisions. Although 
the linear predictability of judgments had been well docu¬ 
mented in various fields, its applicability to this research 
task must be demonstrated. The adequacy of each auditor's 
model was examined by testing the following hypothesis. 
H3: The subjects' decision models classify their judg¬ 
ments with greater than random accuracy. 
A common finding from prior research is that a sub¬ 
ject's decision model will typically outperform the subject 
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himself in making correct decisions. This phenomenon, termed 
"bootstrapping," is the result of the model's ability to eli¬ 
minate random error in subjects' judgments, an advantage 
which seems to overshadow its inability to capture non¬ 
linear variance in the environment. Hypothesis H4 tests 
whether bootstrapping is evident for the decision task under 
study. 
H4: The classification accuracy of subjects' decision 
models is greater than the rate achieved by the 
subjects themselves. 
Prior studies have revealed low associations between 
decision confidence and actual judgment accuracy in many 
research settings. Ramifications of this finding for ac¬ 
counting research are readily apparent. In an effort to ex¬ 
amine this relation for accounting decision makers, the fol¬ 
lowing hypothesis was tested. 
: Subject decision accuracy is not related to their 
confidence in those decisions. 
Intersubject agreement has been found to be low for 
many judgmental tasks. Notable exceptions, however, were 
demonstrated in accounting contexts (Ashton, 1974; Libby, 
1975). Given that comparable disclosure afforded to problem 
firms is a desirable goal, consensus among auditors in mak¬ 
ing qualification decisions is imperative. Hypothesis Hg 
tests this association. 
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Hg: Agreement exists between subjects when making quali¬ 
fication decisions. 
Some sources question the auditor's responsibility to 
disclose continuity problems via the audit opinion (Hill, 
1973; Conner, 1968; Commission on Auditors' Responsibilities, 
1978). Others, however, state that the preferred and com¬ 
monly accepted approach is to mention going concern problems 
in the opinion (Carmichael, 1972; Defliese, Johnson, Macleod, 
1975). This would lead to a strong correspondence between 
continuity and qualification decisions. The link between 
the two decisions is examined via hypothesis Hy. 
Hy: An association exists between subjects' continuity 
judgments and their decisions to mention going con¬ 
cern problems in the audit opinion. 
Qualification decisions are analyzed in terms of a 
well developed and supported attitude model. The aspect of 
the model relevant for the present study is examined by 
testing the following hypothesis. 
Hg: Subjects' attitudinal and normative measures are 
related to qualifying intentions. 
Hypothesis Hg provides a test of the intentional mo¬ 
del, evaluating the association between behavioral intent 
and its two proposed determinants: attitude toward perform¬ 
ing the behavior, and the subjective norm. Two intentional 
measures are investigated in this study: a general intent to 
qualify or not qualify based upon a scale response format. 
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and the intent to qualify for the sample firms as represented 
by the magnitude of qualifications rendered. Given a sub¬ 
stantial relation, consideration of the underlying variables 
prompting the attitudinal and normative measures can be 
made. 
Methodology 
Testing of the operational hypotheses required that a 
subject group make continuity and qualification decisions 
for a sample of actual firms: firms which could be classi¬ 
fied as either problem or nonproblem concerns in accordance 
with an appropriate definition. Information pertaining to 
the relevant attitudinal and normative measures was also ne¬ 
cessary. Partners of international CPA firms were chosen as 
subjects, for it was believed that this group was ultimately 
responsible for going concern decisions. 
The specific methods employed in the study follow. 
Data Generated From the First Questionnaire 
Before obtaining the subjects' going concern judgments 
and attitudes, it was necessary that other data be elicited. 
Specifically, an operational definition of "going concern 
problems" was required in order to generate the sample of 
problem and nonproblem firms. Prior going concern and bank¬ 
ruptcy research utilized the investigator's definitions. 
Resulting conclusions, however, are obviously dependent upon 
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the validity of those definitions. Given that auditors 
would be asked to classify firms according to specific cri¬ 
teria, it is important that the criteria are meaningful to 
those auditors. The consequences of qualifying or not 
qualifying an audit opinion for a firm that has or does not 
have going concern problems must also be elicited from the 
auditor group in order to construct a valid attitude instru¬ 
ment . 
This data was obtained by mailing an initial question¬ 
naire to one hundred partners of international CPA firms in 
the New England area (see appendix A). The partners were 
randomly selected from membership records supplied by the 
state CPA societies. After two mailings, the response rate 
totalled 33% with 27% usable.^ The 6% differential was due 
to specialty partners who did not feel qualified to reply 
and to partners who left the firm. Estimated completion 
time ranged from twelve to seventy-five minutes, and aver¬ 
aged at twenty-six minutes. 
Operational Definition of Going Concern Problems. The 
response format used to obtain the definition was constructed 
as follows. Ten events were isolated as occurrences which 
might make an auditor believe a firm had going concern prob¬ 
lems. These represented selected criteria used to define 
problems in prior research. For each event, the auditors 
were asked if they would consider a firm to have problems if 
it was likely that the event would occur (a) within one year, 
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and (b) two to three years from now. Each event was to be 
considered independent of the others. 
Given that going concern decisions implicitly require 
assessing the likelihood that specific events will occur to 
a firm in the future, the auditors were also asked to esti¬ 
mate the probability of occurrence that best indicates how 
likely the event must be before they would consider a firm 
to have going concern problems. Finally, an open-ended 
statement requested any other situations which would cause 
the auditors to believe a firm had problems, along with the 
associated probabilities. 
Table 3.1 lists the number of positive and negative 
3 
responses for each event over both time periods. The pro¬ 
babilities represent the required likelihood of occurrence 
averaged over those who responded. As expected, the average 
probabilities increased as the time horizon expanded. A few 
of the situations are not clear-cut examples of problems 
over both time periods, however, as seen by the shifting re¬ 
sponses for reorganization proceedings and defaulting inter¬ 
est payments. It is also interesting to note that a criter¬ 
ion utilized in a prior study (McKee, 1975) as indicating 
problems, the discontinuing of a major product, was not 
4 
deemed as such by most auditors. 
A sample of the write-in events which would cause some 
auditors to question a firm's going concern status are: 
loss of a major customer; unfavorable litigation having 
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TABLE 3.1 
NUMBER OF AUDITORS CONSIDERING A FIRM TO HAVE GOING 
CONCERN PROBLEMS IF THE STATED CONDITION OCCURRED1 
Event 
2 
Within 1 Year 2-3 Years From Now 
„ 5 
Yes No % Yes No O. "O 
Enter Receivership 26 0 47 19 5 70 
Enter Reorganization 
Proceedings 22 4 53 9 12 59 
Discontinue a Major 
Product Due to Losses 10 14 51 6 18 71 
Default Interest Pay¬ 
ments 19 4 56 10 10 71 
Losses for Consecu¬ 
tive Years1 14 6 53 11 8 72 
Bond Rating Downgraded 5 20 87 1 22 — 
Liquidate Assets 24 2 38 17 5 52 
D & B Credit Rating 
Lowered 3 21 70 — 21 — 
Deficit for Consecutive 
Years^ 12 8 50 9 9 61 
Bank Loan Downgraded 7 14 53 4 14 58 
^The amounts do not sum 
to missing data. 
to equal the 27 usable responses due 
2 
See Appendix A for the 
to the auditors. 
entire problem statement presented 
3 
Average number of consecutive 
10 responses. 
years equaled 2.3 based upon 
4 
Average number of consecutive years equaled 2.5 based upon 
10 responses. 
5 Represents the average minimum probability. 
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significant financing effects; the firm's technology becomes 
obsolete; poor management; and the inability to renew debt. 
Not one of the write-in events was listed consistently by 
the auditors, however. As a consequence, they were not in¬ 
cluded in the final definition. 
Given the responses obtained, the following operation¬ 
al definition was constructed: 
A firm is considered to have going concern problems if 
it is likely that one or more of the following events 
will occur to that firm within one year: 
(a) enter receivership 
(b) enter reorganization proceedings 
(c) inability to meet interest payments 
(d) experience its third consecutive year of substantial 
losses 
(e) liquidate its assets 
(f) experience its third consecutive year of significant 
deficits 
The time horizon was limited to one year and the probability 
of occurrence definite to insure that the majority of the 
auditors would generally agree with the criteria. 
Consequences of Qualifying. The attitude model re¬ 
quires that subjects: (a) estimate the probabilities that 
certain consequences will ensue from performing an act; and 
(b) evaluate those consequences. The attitudinal measure is 
dependent upon the relevance of the consequences for a given 
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subject group. The first questionnaire, therefore, elicited 
these possible outcomes. 
Four categories were considered important in analyzing 
auditors' qualifying behavior: qualifying when a firm has 
going concern problems; qualifying when a firm does not have 
problems; not qualifying when problems are evident; and not 
qualifying when problems are not evident. The auditors were 
asked to indicate the possible advantages and disadvantages 
associated with each of these categories. Table 3.2 sum¬ 
marizes the consequences used as input to the second ques¬ 
tionnaire . 
Additional Data. The first questionnaire also elicited 
information on the following pertinent topics. An indication 
of the organizations whose opinions or positions are consi¬ 
dered when making going concern qualifications was obtained. 
Four groups were listed along with an open-ended category. 
The number of auditors responding to each of the groups are 
as follows: SEC-17 yes, 4 no; AICPA-19 yes, 2 no; FASB-12 
5 
yes, 7 no; other accounting firms-3 yes, 13 no. Four other 
sources were also cited by auditors: industry publications, 
bankers, various ARS and the IRS. None of these were con¬ 
sistently mentioned, however. 
The partner level in accounting firms is the subject 
group under investigation for it is believed to be the group 
responsible for going concern decisions. To support this 
contention, partners were asked if they were occasionally 
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TABLE 3.2 
CONSEQUENCES ASSOCIATED WITH QUALIFYING OR NOT QUALIFYING AN 
AUDIT OPINION FOR PROBLEM AND NONPROBLEM FIRMS* 
Qualify Opinion/Does Not Have Problems 
Loss of client 
Lawsuit by client against the accounting firm 
Negative impact on the accounting firm's reputation 
Deteriorated relations with the client 
Cause client to have going concern problems 
Do Not Qualify Opinion/Has Problems 
Lawsuit by client's creditors and investors against CPA firm 
Grounds for alleging auditing negligence 
Negative impact on accounting firm's reputation 
Accountant's responsibility to the public not fulfilled 
Allow client more time to work out problems 
Qualify Opinion/Has Problems 
Increase credibility of audit report in public's eye 
Correct audit opinion issued 
Accounting firm's responsibility to public fulfilled 
Contribute to client's problems 
Deteriorated relations with the client 
Do Not Qualify Opinion/Does Not Have Problems 
Avoid unfavorable publicity to accounting firm 
Increase credibility of audit report in public's eye 
Avoid deteriorated relations with the client 
Reinforce accounting firm's competency in public's eye 
Avoid undue alarm by third parties 
*The consequences were not necessarily listed with equal 
frequency. 
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called upon to evaluate whether an audit opinion should be 
qualified for going concern reasons: twenty-six responded 
yes and one no. If yes, they were asked if they ultimately 
decide whether the opinion should be qualified. The replies 
revealed: yes-20; no-3; occasionally-2. Two were left 
blank. A number of the partners stated that the decision is 
reached after consultation with other partners (which was, 
in fact, the reason given for no votes). Be that as it may, 
substantial support exists for tapping this subject pool. 
Partners were asked what they thought was the function 
or purpose of qualifying an audit opinion for going concern 
reasons. Although the underlying theme of most of the re¬ 
spondents pertained to informing readers of the prevailing 
conditions, differences arose in the specific aspects empha¬ 
sized. Consider, for example, the following statements ob¬ 
tained: "Place reader on alert that GAAP may not be the pro¬ 
per basis of presenting the financial statements"; "To put 
reader aware that business continuity is at more than normal 
amount of risks"; "Highlight major uncertainty which could 
affect realization of assets, etc. Purpose is not entirely 
clear, however."; "To alert interested parties (stockholders, 
creditors, etc.) at the earliest possible moment that their 
investment may be in jeopardy"; and "To offer a profession¬ 
al's interpretation and conclusion on a varied set of data." 
Other responses included "I see very little" and "To 
protect the firm against a lawsuit." It would appear, 
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therefore, that a definite purpose is not presently agreed 
upon by all those making the qualification decisions. 
The partners were also asked to state the kinds of in¬ 
formation they presently use to decide whether a firm has 
going concern problems. As expected, many of the respondents 
g 
mentioned subjective data which is not easily quantifiable. 
Samples are the quality of management, attitudes of lenders 
toward restructuring debt, product outlooks, organizational 
problems, and management's specific plans. 
Other data listed frequently was more objective in na¬ 
ture. Included were a firm's working capital, debt and 
equity position, profitability, cash flow, historical re¬ 
sults of operations, and compliance with financing agree¬ 
ments. Finally, two auditors did not list the data utilized, 
for they believed the final decision to be subjectively 
based upon the results of the entire audit, which is situa¬ 
tion specific. 
Company Selection 
A sample of actual firms, half of which have going 
concern problems, was required so that the accuracy of au¬ 
ditor going concern decisions could be assessed. The problem 
firms were obtained in the following manner. 
The Disclosure Journal Cumulative Index provided the 
initial source for identifying firms which have continuity 
problems. The index classifies firms listing with the SEC 
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according to key words mentioned in the company's financial 
reports. For example, firms under the "going concern" cap¬ 
tion had some mention of the going concern assumption in the 
audit report. A list of companies was selected which 
seemed to meet the operational definition of going concern 
problems^ from the following index classifications: going 
concerns; bankruptcy plans of arrangement; bankruptcy pro¬ 
ceedings; and liquidating companies. Categories different 
from the going concern classification alone were considered 
so that the final list of problem firms would include com¬ 
panies with both qualified and unqualified opinions. 
The review of Disclosure entries from May 1974 to 
April 1975 resulted in the initial consideration of eighty- 
eight firms. From this list, companies were selected which 
met the following criteria: (1) at least one of the events 
cited in the operational definition occurred; (2) the stan¬ 
dard industrial classification was between 20 and 39 (i.e., 
manufacturing concerns); and (3) financial data was available 
in Moody's for the statement date under investigation. 
Data from the Disclosure Journal Company Resumes and 
Moody's Industrial Manual was analyzed to ascertain if the 
operational definition was, in fact, met. The sample was 
restricted to manufacturing firms to reduce problems of ratio 
comparisons between different types of organizations. From 
these and other procedures, the sample was reduced to twenty 
firms. ** A total of forty companies (both problem and 
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non-problem) was considered a reasonable number to be used 
as input to the second questionnaire given the tradeoffs be¬ 
tween having a large data set and the questionnaire's time 
constraints. 
Each of the problem firms was matched by industry and 
9 
asset size with a nonproblem concern. The "30,000 Leading 
U.S. Corporations" (News Front, 1973) classifies firms by 
SIC numbers along with reporting total asset figures. The 
preferred matching approach would be to select a nonproblem 
firm from the same industry category that is nearest in as¬ 
set size to the problem concern. Unfortunately, the latest 
edition available was 1973, which presented financial data 
for 1970 to 1971. The statement dates of the problem firms, 
however, were 1972 to 1974. As a consequence, selection of 
the closest asset size did not insure that the sizes were 
similar on the same statement date. 
To overcome this problem, five firms of similar size 
that were also listed in Moody's were selected for each prob¬ 
lem firm.^ The size of each firm was obtained from Moody's 
for the year that matched the relevant problem firm's data. 
Each of the one hundred firms was checked in the 1977 Moody's 
and Disclosure Journal Company Resumes to ascertain if going 
concern problems were evident. Out of each matched group of 
five, one was selected which was the closest in asset size 
of those oroven to be viable.^ x. 
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The asset size for the problem firms ranged from $1.1 
million to $28.2 million, and averaged at $7.8. The nonprob¬ 
lem firms had an average size of $8.8 and a range of $2.1 to 
$25.8 million. Appendix B lists those firms included in the 
analysis. 
Ratio Selection 
The information set used in the decision process for 
the present study are financial ratios. It was desirable 
that the auditors be exposed to only a small number of ratios 
for each firm. Prior research has shown that a few ratios 
can accurately discriminate problem from nonproblem firms, 
and limiting the number would increase the study's feasibility 
by decreasing the completion time of the instrument. As 
stated in chapter II, however, no one set of ratios has con¬ 
sistently produced a high accuracy rate in the studies con¬ 
ducted. This necessitated a search for a larger group from 
which a few relevant ratios could be selected. A list was 
compiled from the following process. 
An attempt was made to represent many different dimen¬ 
sions of financial characteristics. In keeping with this 
goal, a few ratios were chosen from an extensive factor anal¬ 
ysis performed on 48 ratios over 221 firms (Pinches et al., 
1973). One ratio which consistently loaded high on a given 
factor from 1951 to 1969 was chosen from each of the seven 
factors obtained. These appeared to best represent the 
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underlying dimension and also had a degree of stability over 
time. A The factors also reflected the commonly assumed 
classification scheme of profitability, short term liquidity, 
13 
financial leverage, etc. 
Prior studies were reviewed so that ratios previously 
shown to be significant were considered in the present in¬ 
vestigation. Every ratio which was listed in at least two 
of the seven studies analyzed was included. In fact, as seen 
in Table 3.3, the vast majority of ratios derived from prior 
studies were calculated for this project. A few more ratios 
were added on a judgment basis, resulting in a final list of 
twenty. Table 3.4 presents those ratios initially considered 
for inclusion in the second questionnaire. 
TABLE 3.3 
NUMBER OF RATIOS CONSIDERED WHICH WERE FOUND 
TO BE SIGNIFICANT IN PRIOR STUDIES 
Study Number of Ratios Number Represented 
in Final Analysis in This Study 
Altman (1968) 5 4 
Beaver (1966) 6 5 
McKee (1975) 7 5 
Libby (1975) 5 4 
Edmister (1972)* 7 2 
Gru (1973) 5 4 
Comerford (1976) 6 4 
*Only two of Edmister's seven ratios were considered due to 
his widespread use of Robert Morris Associates data. 
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TABLE 3.4 
RATIOS INITIALLY CONSIDERED 
Net Income/Total Assets 
Sales/Total Assets 
Inventory/Sales 
Total Debt/Total Assets 
Receivables/Inventory 
Current Assets/Current Liabilities 
Cash/Total Assets 
Working Capital/Total Assets 
Long Term Debt/Working Capital 
Earnings Before Taxes Plus Depreciation/Total Debt 
Cash Flow/Total Debt 
Earnings Before Interest and Taxes/Total Assets 
Net Worth/Sales 
Cash Flow/Current Liabilities 
Quick Assets/Current Liabilities 
Net Worth/Total Debt 
Retained Earnings/Total Assets 
Current Assets/Total Assets 
Earnings Before Interest and Taxes/Interest 
Net Income/Sales 
Each of these twenty ratios was calculated for the 
problem firms from the statements published within one year 
prior to the firm meeting the definition of going concern 
problems. For example, if a firm entered reorganization pro¬ 
ceedings, data from the closest statement date was used 
prior to that declaration. If a firm had three consecutive 
years of losses, the ratio calculations came from the second 
year's statements. This procedure reflects the operational 
definition which auditors will rely upon for their going con¬ 
cern judgments in the second questionnaire. Calculations for 
the nonoroblem firms were made from the same year's state- 
■L. 
ments as their problem match. Data was obtained from Moody's 
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Industrial Manuals and selected SEC 10K reports. Appendix C 
lists the raw data derived from these reports. 
From the list of twenty ratios, a search was made for 
a small subset which would ideally meet three criteria: 
(1) the ratios could produce a significant discriminant 
function with a high classification accuracy; (2) they would 
be well known to auditors; and (3) ratio intercorrelations 
would be relatively low. The perceived importance of these 
criteria are reflected by the order listed. 
Given that auditors will be asked to classify problem 
and nonproblem firms from this subset, it was imperative that 
the information content of the ratios permitted a high class¬ 
ification rate. If not, a substantial judgment accuracy 
could not be expected. An evaluation of auditors' decisions 
from only ratio data would seriously come under question if 
the ratios utilized were not familiar to those auditors. As 
a consequence, this criteria was also essential. Finally, 
low intercorrelations are desirable so that the relative im¬ 
portance of each independent variable can be assessed in a 
14 
discriminant function. 
It was evident from the start that tradeoffs would have 
to be made. A substantial amount of correlation existed be¬ 
tween many of the ratios (see Appendix D). In an effort to 
find a subset representing different dimensions with minimum 
correlations, a factor analysis (Appendix E) with an ortho¬ 
gonal rotation was performed on the entire ratio set. 
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Unfortunately, high ratio loadings did not exist for every 
factor. Also, selecting a variable which loaded the highest 
on each factor would eliminate from the subset ratios com¬ 
monly taken to be measures of liquidity and leverage. 
Questions of the resulting set's usefulness to auditors 
therefore arose. Consequently, the factor analytic approach 
was of limited value in the search for an information set.-*-6 
Numerous discriminant analyses were then performed on 
varying ratio subsets and the classification rates and inter¬ 
correlations evaluated. Subsets were chosen: (a) to repre¬ 
sent different financial dimensions cited in the literature; 
(b) from stepwise procedures; (c) from prior factor analy¬ 
ses; (d) by observing statistical significance; (e) on a 
judgment basis; and (f) by many combinations of the above 
methods. 
Five ratios were ultimately chosen to comprise the in¬ 
formational variables presented to auditors in the second 
questionnaire. They are: net income/total assets; net 
worth/total debt; quick assets/current liabilities; sales/ 
total assets; and cash/total assets. The means of each 
17 
variable for both groups are presented in table 3.5. 
This set was chosen due to its high accuracy in dis¬ 
criminating problem from nonproblem firms, the ratios' repre¬ 
sentations of varying financial dimensions of firms, and the 
degree to which they are well known. Net income/total as¬ 
sets is commonly taken to be a measure of profitability. 
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TABLE 3.5 
VARIABLE MEANS BY GROUP 
Problem Nonproblem 
Firms' Firms' 
Ratio Mean Mean Difference 
Net Income 
Total Assets 
-24.2 5.7 29.9 
Net Worth 
Total Debt 
12.9 154.5 141.6 
Quick Assets 
Current Liabilities 
47.4 118.0 70.6 
Sales 
Total Assets 
139.3 180.1 40.8 
Cash 
Total Assets 
3.1 3.8 .7 
Support for this is found in extensive factor analyses 
(Pinches et al., 1975; Johnson, 1977). High loadings were 
obtained for this ratio on a derived profitability dimension 
in both studies. It was also found to be significant in 
classifying problem firms in three of the studies previously 
reviewed. The first questionnaire revealed that auditors 
place importance upon a company's debt and equity position in 
making going concern decisions. Libby (1975) also found that 
financial analysts requested this information when making 
fail non-fail decisions. As a consequence, net worth/total 
1 o 
debt was included in the ratio set as a measure of leverage. 
Quick assets/current liabilities represents a firm's liquidity 
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dimension, a characteristic commonly considered to be of ut¬ 
most importance in distinguishing problem from nonproblem 
firms. Two of the studies cited earlier included the quick 
ratio in the final discriminant functions. Sales/total as¬ 
sets is provided as a measure of capital intensiveness 
(which is indicated by the factor analyses). It was also 
found to be significant in three prior studies. Finally, a 
firm's cash position is represented by cash/total assets due 
to its high loadings on that dimension and its significance 
in one previous study. 
As can be seen, all of the ratios are common, support 
for their relevance in this decision context is evident, and 
each represents a major financial dimension of firms, as de¬ 
monstrated by high loadings on their respective factors in 
extensive factor analyses. 
Modeling Technique 
Models of both the environmental and behavioral systems 
in the lens framework are obtained by means of multiple dis¬ 
criminant analysis. The environmental side refers to the as¬ 
sociation between the informational variables (ratios) and 
the criterion variable (actual going concern status). Gi¬ 
ven that each firm in the sample exhibits or does not exhibit 
going concern problems in accordance with the operational de¬ 
finition, discriminant analysis was deemed appropriate, for 
the method seeks to statistically distinguish two or more 
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groups given a number of independent variables. That is, 
the method assumes that the observations are drawn from dis¬ 
tinct and identifiable populations. Cases are assigned to 
the population which is most similar.- Also, the classifi¬ 
cation accuracy of a discriminant function is an intuitively 
appealing approach to pointing up going concern problems. 
The behavioral side of the lens investigates the rela¬ 
tion between the informational variables and the subjects' 
decisions concerning the criterion variable. Consequently, 
a separate decision function must be calculated for each 
partner in the study. These functions relate the sample 
firms' ratio sets to the judgments made by the partners con¬ 
cerning the firms' continuity status. Although a response 
scale is used to elicit these decisions (described later), 
discriminant analysis will again be implemented to capture 
their decisions for reasons previously stated and to facili¬ 
tate comparisons between the environmental and behavioral 
systems. 
Discriminant analysis determines a linear combination 
of a set of independent variables which maximizes the sepa¬ 
ration between identifiable groups. The number of discrimi¬ 
nant functions derived is one less than the number of groups, 
if this number does not exceed the number of discriminating 
variables. As a consequence, one function is obtained for 
the two group analysis in the present study. The discriminant 
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function takes the following form: 
D = ViXl + V2X2 + + V p P 
Where: D is the discriminant score; represents the weight¬ 
ing coefficients; and refers to the p independent vari¬ 
ables . 
The set of weights (V-,, V2, ... V ) is determined by 
P 
maximizing the discriminant criterion: 
V 1 BV 
A “ V'WV 
Where: 
X = discriminant criterion 
B = between groups sums of squares and crossproducts 
matrix 
W = within groups sums of squares and crossproducts 
matrix 
V = vector of discriminant weights 
In effect, the ratio of between to within group variation is 
maximized. 
The classification function can be used to determine 
group membership. A cutoff point is chosen which minimizes 
classification error, cases being assigned to a group depend¬ 
ing upon the position of their discriminant scores. 
Discriminant analysis can be best depicted geometric¬ 
ally for the two group-two variate case. Consider, for ex¬ 
ample, figure 3.1. The two concentric ellipses represent bi¬ 
variate plots for the two groups. A straight line (A) is 
drawn so as to connect the intersections of the two centours. 
B 
Figure 3.1. Geometric Illustration of 2-Group 2-Variate 
Discriminant Analysis 
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In order to minimize the overlap between the two groups, a 
second line (B) is constructed perpendicular to line A. The 
linear combination, therefore, transforms individual scores 
from the two centours to a single discriminant score, and 
projects this measure onto line B, the line producing the 
smallest group overlap. A point such as C can then be used 
to divide the one dimensional space into two areas, indicat¬ 
ing probable group membership. 
The assumptions of discriminant analysis are not 
greatly restrictive. Given that the technique is used 
primarily as a predictive model in this research setting, 
the only necessary assumption is that each case be a member 
of only one group. The normality and equal within groups 
covariance assumptions are relevant when the optimality of 
the linear combination over other combinations is considered 
and for significance testing (Libby, 1974, p. 41). 
Validation of the discriminant model will be made by 
means of a modified jackknife technique. An initial ac¬ 
curacy rate is typically obtained by classifying the cases 
on which the function was derived. An upward bias can re¬ 
sult from this procedure, however. The modified jackknife 
method computes a classification function for each case to 
be classified, with that case omitted from the function's 
computation. 
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Data Generated From the Second Questionnaire 
The purpose of this instrument was threefold. Audit¬ 
ors' going concern and qualification decisions for a sample 
of firms were elicited so that their continuity decisions 
could be modeled, judgment accuracy evaluated, and the con¬ 
fidence-accuracy and bootstrapping phenomena investigated. 
Attitudinal and normative measures were also obtained, per¬ 
mitting an examination of the underlying causes of qualify¬ 
ing behavior. Finally, additional information associated 
with the going concern issue was considered. 
The subjects were partners of national CPA firms in 
Massachusetts and Connecticut. Given that the instrument 
was rather lengthy, it was considered necessary to personally 
contact each partner to request his assistance in this 
project. An attempt was made to consider the partners listed 
22 
on the records of the state societies obtained previously. 
The contact was made by phone. The study was explained and 
the partners' assistance requested. If they agreed to parti¬ 
cipate, the questionnaire was mailed. They were asked to 
complete the instrument and return it in an envelope provided, 
preferably within one week. A total of fifty partners were 
contacted. After two follow-up letters and one additional 
call thirty-three partners responded (66% total response 
rate) resulting in twenty-seven usable questionnaires (54% 
usable response rate). 
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The first page of the questionnaire described the over¬ 
all purpose of the study and the kinds of responses required 
to investigate the major topics. A primary purpose was 
stated to be an investigation into the usefulness of finan¬ 
cial statement data in determining whether a firm had going 
concern problems. The use of ratio data was explained by a 
need to condense the statement information and the ratios' 
ability to represent the many different financial character¬ 
istics of a firm. Auditors were also told that prior re¬ 
search indicates that ratios can provide valuable input for 
a number of accounting decisions. It was believed that 
this approach would increase the task's importance in the 
auditors' eyes. The second section was described as an in¬ 
vestigation into various attitudes associated with qualify¬ 
ing or not qualifying an audit opinion for going concern 
reasons. 
Each questionnaire was accompanied by an introduction 
letter. Subjects were asked to complete the questionnaire 
independently, and the anonymity of all respondents was em¬ 
phasized. A copy of the relevant aspects of this question¬ 
naire can be found in appendix F. 
Format for Eliciting Continuity and Qualification De¬ 
cisions . The five accounting ratios previously selected 
were presented for each of the forty firms under study. 
Company names were not given. Half of these firms had going 
concern problems in accordance with the operational 
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definition, the order of presentation being determined by- 
random assignment. Figure 3.2 presents a sample page illus¬ 
trating the format used in the questionnaire. 
Before exposure to the sample firms, subjects were pre¬ 
sented with an instruction page. They were told that: 
(1) the firms were all sizable manufacturing concerns; 
(2) they were actual enterprises; and (3) the accounting in¬ 
formation is based upon their audited financial statements. 
The operational definition of going concern problems 
was stated. Auditors were informed that some of the firms 
meet this definition while others do not, but that there are 
not necessarily an equal number of firms in each category. 
This was stated so that subject responses would not be af¬ 
fected by a belief that one half of their decisions had to 
indicate problems. A belief of this kind introduces a vari¬ 
able not normally present in the decision analysis, and there¬ 
fore could alter final judgments. 
Subjects were asked to respond to two statements for 
each company. The continuity decisions were elicited as 
follows: 
I believe this firm 
Does I I I I I I I Does not 
have going concern problems. 
They were asked to place an "X" in the space which best ap¬ 
proximates their degree of confidence concerning their be¬ 
lief that the firm does or does not have going concern 
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problems. A six point scale was used for: (1) a perceived 
probability response can be looked on as a measure of confi¬ 
dence in the belief (Fishbein and Ajzen, 1975, p. 101); 
(2) due to the general uncertainty surrounding going concern 
decisions, a scale response format which allows varying de¬ 
grees of decision confidence most accurately represents the 
actual judgment situation; and (3) it can still be used to 
obtain a dichotomous decision classification for discriminant 
analysis. 
For reasons previously stated, it cannot be assumed 
that the mention of going concern problems in the audit re¬ 
port will directly coincide with continuity judgments for 
every auditor. Also, even if it is believed that problems 
should be mentioned, the form of the report may vary. As a 
consequence, decisions concerning the appropriate audit opin¬ 
ion for each firm were elicited by the following statement 
Given my belief about this 
firm's going concern status, I 
would most likely issue a(n) 
I_I I_I 
Unqualified Qualified Disclaimed 
audit ooinion to this firm. 
Auditors were asked to place an "X" above the opinion which 
23 
would most likely be issued. 
The decisions were to be made by adhering to the opera¬ 
tional definition of going concern problems cited earlier. 
The importance of evaluating all forty firms on both scales 
was also emphasized. 
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Attitudinal Measures. The attitude model implemented 
draws an association between behavioral intent, attitude 
toward performing the behavior, and the relevant subjective 
norm. Application of the model therefore requires measure¬ 
ments on each of these variables. The magnitude of qualifi¬ 
cations and disclaimers rendered for the sample of forty 
firms can provide one measure of the auditor's intent to 
mention going concern problems in the opinion. Other 
measurements were acquired in the following manner. 
Various attitudes can be identified in relation to 
the qualification issue. For example, an overall attitude 
toward issuing going concern qualifications2^ can be as¬ 
sessed, which in turn may be viewed as a function of the at¬ 
titude toward qualifying when a firm doesn't have going con¬ 
cern problems and the qualifying attitude when a firm has 
problems. By the same token, a general attitude toward not 
qualifying can be related to the attitude toward not quali¬ 
fying a problem firm's statements, and the attitude toward 
not qualifying the statements of a nonproblem firm. Data 
for all six of these measures was obtained. Of special inte¬ 
rest is the overall attitude toward qualifying, qualifying 
when a firm doesn't have problems, and not qualifying when a 
firm has problems. If the issuance of qualified opinions 
for problem firms is desirable, the last two may be viewed as 
the attitude toward making a type I and type II error respect¬ 
ively. 
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A measure of each of these six attitudes was obtained 
via semantic differential scales. For example, the attitude 
toward committing a type I error was assessed as follows: 
Consider a client which does not have going concern 
problems. If you issue a going concern qualifica¬ 
tion to that firm, your action would be: 
Foolish IIIIIIII Wise 
Bad IIIIIIII Good 
Harmful I_I_I_I_I_I_I_I Beneficial 
Punishing IIIIIIII Rewarding 
Semantic differential measures are generally considered 
to provide a direct assessment of the attitude under question. 
Consequently, these measures can be used to draw a link be¬ 
tween attitudes and behavior (when the causes of those atti¬ 
tudes are not considered important), as well as test the ap¬ 
plicability of the attitude estimates obtained from the ex¬ 
pectancy/valence model. 
All of the seven point scales used in the attitude sec¬ 
tion of the questionnaire were to be responded to by using an 
illustrated scale as a guideline. This illustration de¬ 
scribed the intensity of each space on the scales. The space 
closest to the polar adjectives was termed "extremely." One 
step closer to the center was described as "quite," the next 
was "slightly," and the midpoint was associated with "neither 
or both." These adverbial quantifiers have "... proved to 
yield almost perfectly equal increasing degrees of intensity" 
(Osgood et al., 1957, p. 152). 
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Of considerable importance in this study is an examina¬ 
tion of the variables that affect qualifying attitudes and 
consequently behavior. The Fishbein and Ajzen model speci¬ 
fies that attitudes are a function of the perceived probabil¬ 
ities that certain outcomes will occur from performing an act, 
and the subject's evaluations of those consequences. In order 
to obtain this information, the following procedure was em¬ 
ployed. 
A list of consequences was available from the first 
questionnaire for each of the following circumstances: qua- 
lify/has problems; qualify/doesn't have problems; don't qua- 
lify/has problems; don't qualify/doesn't have problems (con¬ 
sequences previously listed). For each of these outcomes a 
probability and evaluative statement was constructed. In 
eliciting the probability assessments, each of the four cate¬ 
gories was followed by the five relevant outcomes. Subjects 
were asked to respond by placing an "X" in the space which 
most accurately reflects their belief that the stated rela¬ 
tion will occur. The following illustrates the procedure:■ 
Consider a client which does not have going concern 
problems. If you issue a going concern qualification 
to that firm, your action: 
would result in a lawsuit by the client against your 
accounting firm 
Improbable IIIIIIII Probable 
The corresponding evaluation was acquired as follows: 
A lawsuit against my accounting firm by a client is: 
Bad IIIIIIII Good 
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Considerable support exists for using this type of 
response format in attitudinal assessment (Fishbein and Aj- 
zen, 1975). 
In order to arrive at the general attitude measures to¬ 
ward qualifying or not qualifying under the expectancy/ 
valence framework, the estimated probability of making an 
error or not must also be obtained. That is: 
The probability that a client actually does have 
going concern problems if I do not qualify their 
opinion for going concern reasons is _%. 
A similar statement relates to qualifying. 
Normative Measures. Measurement of the subjective norm 
pertaining to a subject's qualifying intent was obtained. 
This variable captures the influence of the relevant social 
environment on a subject's behavior. Three distinct groups 
were identified as having a possible influence on partners' 
qualifying behavior: other partners in the accounting firm, 
the partner's clients; and formal organizations such as the 
FASB, AICPA, and SEC. 
A statement was constructed to capture the general nor¬ 
mative measure. This took the form of: 
Most organizations and individuals who are important 
to me think I 
Should IIIIIIII Should not 
issue qualified opinions for going concern reasons. 
While this statement allows an investigation into the 
relative impact of the normative dimension in explaining 
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behavior, it does not delve into the causes of that normative 
influence. As a consequence, the subject's beliefs that each 
of the three groups mentioned think he should issue going 
concern qualifications along with the subject's motivation 
to comply with those groups were elicited. These responses 
manifested the normative data to be associated with the gen¬ 
eral attitude measures toward qualifying or not qualifying. 
Behavioral Intent. The attitude model specifies that 
attitudes and the SN determine behavioral intention. Overt 
behavior may also follow, but additional information must be 
considered in making this extrapolation (see chapter I). 
The magnitude of qualifications rendered to the forty sample 
firms can be looked on as one measure of the intent to 
qualify. An overall intent was also obtained by the follow¬ 
ing scale. 
Generally speaking, I 
Intend IIIIIIII Do not intend 
to issue qualified opinions for going concern reasons. 
Additional Data. A few issues peripheral to those 
cited above were considered in the second questionnaire. Au¬ 
ditors were asked to what extent they use ratio data in mak¬ 
ing their "real world" continuity decisions; whether their 
accounting firm had a policy on qualifying an audit opinion 
for going concern reasons, and if so, the kinds of informa¬ 
tion stressed by that firm; if they agreed with the defini¬ 
tion of going concern problems utilized, and if not, how 
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they would change it; whether the information given was suf¬ 
ficient to judge a firm's going concern status, and if not, 
what other data they would have wanted; what their estimate 
was as to the number of correct classifications made, and 
the number they could have made if all the relevant data was 
available; what was the relative importance of each of the 
five ratios given; and what their decision processes were 
in evaluating the going concern status of the sample firms. 
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Footnotes 
Given that the desired benefit of the first question¬ 
naire was to obtain a general indication of the definition 
and consequences of qualifying, the response rate was con¬ 
sidered sufficient. 
2 
Three of the criteria listed have not been considered 
in bankruptcy and going concern studies previously reviewed. 
They are: bond rating downgraded; D & B credit rating low¬ 
ered; and bank loan downgraded. These three criteria were 
focal concerns in the Backer and Gosman study (1978) on busi¬ 
ness illiquidity. 
JCare must be taken m the analysis, however, due to 
the relatively low response rate and missing data from those 
that responded. 
^In fact, a few auditors looked on the event as bene¬ 
ficial in the long run. 
5 
The figures do not sum to equal the twenty-seven us¬ 
able responses due to missing data. 
^In fact, a criticism cited by many of the auditors 
concerning the questionnaire was that the various aspects 
surrounding going concern decisions cannot be dissected and 
quantified. Judgments result from simultaneous consideration 
of numerous factors, both subjective and objective, which are 
specific to a given case. 
n 
At this point, only a brief explanation of the problem 
was available. It was later found that many of the firms did 
not meet one of the criteria in the operational definition. 
O 
Thirty-six firms resulted after screening with the 
three criteria. Some of these were eliminated due to size, 
date of problem, severe ratio outliers, and random elimina¬ 
tion in order to drop the number to twenty. 
^Asset size and industry could affect ratio magnitudes. 
These problems were "controlled," in a sense, by matching. 
-^Although an attempt was made to match on a three di¬ 
git SIC number, selection of five firms resulted in only a 
two digit match for some firms, given that asset sizes were 
to be similar. 
137 
Four of the selected nonproblem firms were later 
eliminated due to missing data. They were replaced in a 
similar manner. 
12 
It should be noted, however, that although the 
Pinches et al. study restricted its sample to manufacturing 
firms (as in the present investigation), the factors were 
derived from data calculated on only nonproblem firms. 
-^Similar factors were found in a subsequent study by 
Johnson (1977). The ratios chosen also loaded high on the 
same factors in this study. 
l^High correlations would result in unstable discrimi¬ 
nant coefficients, making evaluations of relative importance 
difficult. This, however, is not an absolute necessity. 
■^The majority of these ratios loaded high on the same 
factor as the profitability measures. 
16 
Recognizing that, in reality, a certain amount of 
intercorrelation exists between ratio categories, an oblique 
rotation was also performed on the ratio set. It may be 
argued that this method is more appropriate under the circum¬ 
stances, "... because the theoretically important underly¬ 
ing dimensions are not assumed to be unrelated to each other" 
(Nie, et al., 1975, p. 483). Similar problems were encoun¬ 
tered, however. 
1 7 
Recognizing that differences between the two groups 
could be due to the application of varying accounting methods, 
depreciation and inventory methods were analyzed for the prob¬ 
lem and nonproblem concerns. Almost every firm in both 
groups used FIFO and straight line. 
•^Total debt/net worth was originally considered. Prob¬ 
lems of interpretation arose, however, due to the negative 
equity position of some problem firms. This relation of debt 
to equity loaded high on the leverage dimension in the two 
factor analyses cited. 
-*-^This is in contrast to regression, which assumes 
that all observations pertain to the same population, the 
assignment of cases, therefore, being made within a popula¬ 
tion. 
^In general, three assumptions can be identified: 
(1) the groups are discrete and identifiable; (2) each case 
can be described by a set of p independent variables; and 
(3) the p variables are multivariate normal in each popula¬ 
tion (Eisenbeis and Avery, 1972, p. 1). The first two are 
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obviously met in this research situation. Some evidence 
exists for the use of non-multivariate normal data without 
significantly biasing the results (Eisenbeis and Avery, 1972, 
p. 37). 
2^See Lachenbruch and Mickey (1968) for an investiga¬ 
tion into the estimation of error rates. 
22That is, contact with the partners who were not sent 
the first questionnaire was attempted. Some of these had to 
be eliminated for various reasons. Some were tax specialists 
who did not feel qualified to respond. Others left the firm, 
were overseas, or just could not be reached after repeated 
attempts. Almost every remaining partner of these 
firms in Massachusetts and Connecticut was contacted. 
22Although it may be argued that an adverse opinion 
could be issued, as Backer and Gosman (1978) state: 
". . .an adverse opinion is rarely issued for public 
corporations in the United States because the SEC will 
not accept such an opinion, but will instead require that 
the financial statements be adjusted so that they do 
fairly present in conformity with generally accepted 
accounting principles. Thus where there is a material 
violation of generally accepted accounting principles, 
the auditor's choice is effectively restricted to either 
a qualified opinion or a disclaimer" (Chapter 10). 
24 . . 
For the attitude section of the questionnaire, au¬ 
ditors were told that, for the sake of brevity, qualifying 
an audit opinion refers to either qualifying or disclaiming 
whichever they consider appropriate. 
CHAPTER I V 
DATA ANALYSIS AND RESULTS 
This chapter is divided into two broad areas. The 
first section involves the testing of the hypotheses pre¬ 
viously stated. Following this, data pertaining to a number 
of related issues will be presented. 
Tests of the Hypotheses 
As stated in Chapter III, eight major hypotheses are 
investigated in this study. They are: 
H^: The environmental model accurately discriminates 
problem from nonproblem firms. 
H : The accuracy rate of subjects' classifications ex¬ 
ceeds that rate expected from random classifica¬ 
tion. 
H^: The subjects' decision models classify their 
judgments with greater than random accuracy. 
H^: The classification accuracy of subjects' decision 
models is greater than the rate achieved by the 
subjects themselves. 
H^: Subject decision accuracy is not related to their 
confidence in those decisions. 
Hg: Agreement exists between subjects when making 
qualification decisions. 
H7: An association exists between subjects' continuity 
judgments and their decisions to mention going 
concern problems in the audit opinion. 
H : Subjects' attitudinal and normative measures are 
related to qualifying intentions. 
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Environmental Model's Accuracy 
As stated, the lens model encompasses the modeling of 
both environmental and behavioral systems. When investigat¬ 
ing subject decision accuracy, the informational content of 
the decision variables is a prime consideration. If a sub¬ 
stantial judgment accuracy is strived for, the cues must 
have relevance in predicting the criterion variable. Hypo¬ 
thesis was therefore constructed to investigate the dis¬ 
criminating ability of the environmental model. 
Given the five selected cues, the following (standard¬ 
ized) discriminant function was derived: 
Z = -1.042X1 - .427X2 - .461X3 - .463X4 + .271X5 
where: X^ = Net Income/Total Assets 
X3 = Net Worth/Total Debt 
X^ = Quick Assets/Current Liabilities 
X^ = Sales/Total Assets 
Xj. = Cash/Total Assets 
The primary purpose for implementing discriminant 
analysis in this research context was to determine and eval¬ 
uate classification accuracy. The one necessary assumption 
to accomplish this objective, that each case belong to only 
one group, is obviously met. An analysis of the informational 
content of the cues, as represented by their discriminating 
accuracy, can therefore be made. Assumptions concerning 
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normality and equal within groups covariance matrices are 
relevant when the optimality of a linear function over other 
forms is important and for significance testing.1 
Data concerning the classification accuracy of the 
function based upon the original set of cases is presented 
in Table 4.1. 
TABLE 4.1 
CLASSIFICATION RESULTS BASED ON DERIVATION SAMPLE 
Predicted Group Membership 
Actual Group Membership 
Correct 
# % 
Incorrect 
# % 
Total 
# 
Problem 
Nonproblem 
19 95 
20 100 
1 5 
0 0 
20 
20 
Total 39 97.5 1 2.5 40 
Of the original cases, 97.5 percent were correctly 
classified. The type I error (actual problemrpredicted non¬ 
problem) was only 5%, while there was no evidence of commit¬ 
ting a type II error (actual nonproblem:predicted problem). 
As stated, classification of the cases upon which the 
function was derived could introduce a bias, resulting in 
a misrepresentation of its predictive power. To overcome 
this problem, a modified jackknife technique was implemented. 
That is, the function used to classify a case was calculated 
from the sample with that case omitted. The classification 
results achieved with this validation method are as follows: 
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TABLE 4.2 
CLASSIFICATION RESULTS BASED ON JACKKNIFE TECHNIQUE 
Predicted Group Membership 
Actual Group Membership 
Correct 
# % 
Incorrect 
# % 
Total 
# 
Problem 17 85 3 15 20 
Nonproblem 19 95 1 5 20 
Total 36 90 4 10 40 
As can be seen, a substantial overall accuracy rate of 
90% is achieved, with thirty-six of the forty cases correctly 
classified. Once again, the model appears to have a greater 
propensity for making a type I as opposed to a type II error. 
Given this data, hypothesis H can be strongly af¬ 
firmed: the selected informational variables have the abi¬ 
lity to accurately distinguish problem from nonproblem con¬ 
cerns . 
Although many researchers have attempted to gauge the 
relative importance of each of the discriminating variables, 
interpretation problems exist when those variables are inter- 
correlated. Also, it has been argued that the common ap¬ 
proach of using standardized discriminant coefficients is in¬ 
appropriate when assessing the discriminating power of the 
variables (Joy and Tollefson, 1975). As they state, an ap¬ 
propriate measure is bj(Xj^ - Xj2)• where bj is the unstand¬ 
ardized coefficient of the variable, and Xj^ and Xj2 are 
the means of the variable in groups one and two 
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respectively. Given these considerations, caution is advised 
when evaluating the relative importance of each variable in 
. 3 
the function cited earlier. 
Subjects1 Accuracy 
The financial statement data was considered useful to 
the auditor if correct decisions were made with better than 
chance accuracy. If judgments concerning continuity status 
were made at random, the expected accuracy rate given the di¬ 
chotomous classification would be 50%. The binomial test 
(Siegel, 1956, pp. 36-42) may be used to judge whether the 
subjects' actual performance rates were a result of random 
predictions given a probability level, for the test indicates 
the likelihood of observing a given rate or larger rate if 
random assignment was made. 
Siegel notes that if expected accuracy is 50% and N>25, 
the normal distribution closely approximates the binomial, 
especially when a correction for continuity is made. Given 
this approach, it was determined that an accuracy rate of 28 
or better had less than a 1% chance of occurring given ran¬ 
dom predictions. Figure 4.1 presents a histogram illustrat¬ 
ing the accuracy achieved by all the subjects. All but two 
of the auditors exhibited greater than chance accuracy, lead¬ 
ing to the acceptance of H2. Accuracy ranged from 24 to 37 
out of 40 and averaged at 33.3 (83%). 
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# of 
Subjects 
10 
10 
24-26 27-29 30-32 33-35 36-38 Accuracy 
Rate 
(out of 40) 
Mean 33.3 
Standard Deviation 3.4 
Maximum 37.0 
Minimum 24.0 
Figure 4.1. Subjects' Accuracy Rate in Predicting Going Concern 
Problems 
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Linear Predictability of Subjects' Decisions 
As discussed in chapter II, the ability of linear mo¬ 
dels to capture subjects' judgments has been substantiated 
in many research fields. A few studies in accounting con¬ 
texts have generally reached similar conclusions. In this 
study linear discriminant functions were used to capture au¬ 
ditors' decisions with respect to a firm's going concern 
status. A separate function was derived for each auditor 
under study, relating the auditors' continuity evaluations 
of the forty firms to the accounting cues.^ 
As in the analysis of subject decision accuracy, the 
binomial test was implemented to determine if the subjects' 
models were reproducing their judgments with better than 
chance accuracy. Figure 4.2 summarizes the accuracy achieved 
by all of the models. The discriminant functions predicted 
their respective auditors' decisions at a rate greater than 
random classification (p<_.01) in all but one case. is 
therefore supported. The classification rate ranged from 25 
to 40 and averaged at 36.3. This average accuracy of 91% 
provides increasing support for the applicability of linear 
models for capturing final decisions in accounting contexts. 
This finding can have significant impact on developing effi¬ 
cient methods for evaluating accounting changes on users' 
judgments as well as analyzing changes in decision processes. 
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# of 
Models 
Rate 
(out of 40) 
Mean 36.3 
Standard Deviation 3.0 
Maximum 40.0 
Minimum 25.0 
Figure 4.2. Models' Accuracy Rates in Classifying Subjects' 
Continuity Decisions 
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Bootstrapping 
Bootstrapping has been a remarkably consistent finding 
in many research settings. This superiority of a man's model 
over the man in predicting the actual criterion variable 
has led some to suggest a replacement, leaving man the duty 
of gathering appropriate data for input to the model. Ques¬ 
tions immediately arise concerning the phenomenon's existence 
when certain accounting decisions and decision makers are in¬ 
vestigated. Libby (1974) has reported one study in which 
loan officers outperformed their models when predicting busi¬ 
ness failure. 
In testing the bootstrapping hypothesis, the accuracy 
of each auditor in predicting actual going concern status 
was compared to the accuracy rate achieved if that auditor's 
model was used to discriminate problem from nonproblem firms. 
Eleven models were more accurate than their respective au¬ 
ditors, ten auditors outperformed their models, and the ac¬ 
curacy of model and man was equal in six cases. As table 4.3 
points out, the maximum and minimum rates achieved by the 
models are greater than those achieved by the subjects. The 
average accuracy of model over man is only slightly higher, 
however. A t-test for means of dependent samples (Hamburg, 
1970, pp. 351-354) revealed no significant difference between 
these two amounts (p>.05). It would appear, therefore, that 
the bootstrapping hypothesis (H4) does not necessarily hold 
in this research setting. While'this finding is in contrast 
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TABLE 4.3 
ACCURACY OF MAN VS. MODEL IN PREDICTING 
THE CRITERION VARIABLE 
Mean 
Standard Deviation 
Maximum 
Minimum 
Man 
33.26 
3.39 
37.00 
24.00 
Model 
33.74 
2.49 
39.00 
28.00 
to most of the psychological research, it does reflect the 
results obtained in the Libby (1974) study. Whether certain 
types of decision makers or settings allow a more favorable 
performance of man in relation to his model remains to be 
answered. 
Relation of Confidence and Accuracy 
A low association between a subject's decision confi¬ 
dence and accuracy has been demonstrated in many research 
settings (Oskamp, 1965; Goldberg, 1968). This finding can 
have serious implications for the direction of accounting re¬ 
search if replicated in accounting contexts. For example, an 
evaluation of the relative merits of competing information 
sets by asking user groups which types of data allow them to 
make "better" decisions comes under question. 
In this study, auditors' confidence in making going 
concern judgments was related to their accuracy in distin¬ 
guishing problem from nonproblem firms. After responding to 
the forty sample firms, subjects were asked to estimate the 
149 
number of correct classifications they thought they made. 
These responses ranged from 5 to 40 and averaged at 29.2.5 
The product-moment correlation of this perceived accuracy 
measure with actual judgment accuracy was .165 (p=.215). 
g 
Hypothesis is therefore supported. No significant as¬ 
sociation existed between confidence and accuracy. 
Consensus Among Subjects 
The relative merits of uniform or comparable financial 
reporting have spurred many debates in accounting circles. 
Of interest here is the comparable disclosure afforded to 
problem firms by independent auditors. Given comparability 
to be desirable, a high level of interauditor agreement con¬ 
cerning the reporting for problem firms should be strived 
for. Prior research indicate?, however, that judgment con¬ 
sensus ranges from quite high to virtually none at all across 
varying decision tasks. Intersubject agreement was investi¬ 
gated in the following manner. 
Kendall's coefficient of concordance (W) was used to 
uncover the extent of agreement between all subjects' re¬ 
sponses (Siegal, 1956, pp. 229-238). As Siegel notes, "A 
high or significant value of W may be interpreted as meaning 
that the observers or judges are applying essentially the 
same standard in ranking the N objects under study" (p. 
237). The index captures the degree of association among 
the auditors' decisions in a simpler manner than correlating 
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the responses of all subject pairs and taking the average. 
However, a linear relation exists between W and the average 
correlation, allowing W to be transformed to the average 
Spearman's rho. 
The W value obtained for auditors' qualification deci¬ 
sions was .669, which is significant at the .001 level. The 
7 
average Spearman's rho across all pairs of auditors is .656. 
It would appear, therefore, that a certain level of agree¬ 
ment does exist between auditors when making qualification 
decisions, as stated in hypothesis 6. However, the consen¬ 
sus is far from perfect, leading one to believe that, if the 
results can be extrapolated to actual decisions, firms with 
similar problems could, in some cases, be issued varying re- 
o 
ports by different auditors. 
Correspondence of Continuity and Qualification Decisions 
As stated, a great deal of ambiguity surrounds the go¬ 
ing concern concept. This has led to debates concerning the 
auditor's responsibility to mention going concern problems 
in the opinion issued (Commission on Auditors' Responsibili¬ 
ties, 1978; Hill, 1973). Given that a qualified opinion may 
have numerous ramifications for the accounting firm, it can¬ 
not automatically be assumed that continuity and qualifica¬ 
tion decisions will always coincide. It has been noted, 
however, that the mention of problems in the opinion is 
the commonly accepted approach (Carmichael, 1972). The 
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correspondence of these two decisions was investigated in 
the following manner. 
The number of continuity-qualification agreements 
across the forty sample firms was computed for each auditor. 
This was obtained by adding the number of times an auditor 
would qualify or disclaim an opinion when he believed the 
firm had problems with the number of "clean" opinions given 
to firms believed not to have problems. Agreements ranged 
from 24 to 40, averaged at 35.3, and had a standard devia¬ 
tion of 4.5. The average Spearman's rho relating each au¬ 
ditor's continuity and qualification judgments was also 
computed at .774 (p<.001). Hypothesis 7 must therefore be 
affirmed. However, while an 88% average agreement level is 
quite high, the correspondence is not perfect. A one to one 
relation would be easily obtained if all auditors thought 
the opinion should be qualified when a firm exhibits prob¬ 
lems. In fact, discrepancies existed for most auditors, and 
the opinion was not qualified an average of 23.3% of the time 
given that problems were indicated. One indicated problems 
in twenty-two cases, but only qualified six. Another cited 
problems twenty-one times, and qualified nine, while a third 
did not qualify once, although he believed fourteen firms 
had problems. These results seem to indicate that, while 
qualified and disclaimed opinions are commonly issued to 
problem firms, the practice is by no means universal. 
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Relation Between Intentions, Attitudes, and Norms 
Auditors' qualifying intentions were analyzed in terms 
of the attitude model previously described. Application of 
the model to this research context is especially relevant, 
for the possible outcomes of qualifying or not qualifying 
which are considered by auditors can be accounted for with¬ 
in the expectancy/valence framework. That is, the attitudes 
toward qualifying, which should affect qualifying intentions 
and behavior, are viewed as a function of the probability 
that certain outcomes will occur when performing the act, 
and the evaluations of those outcomes. The relations ex¬ 
amined are as follows. 
Two intentional measures were utilized in this study. 
The auditors were asked if, generally speaking, they would 
issue qualified opinions for going concern reasons. This 
was elicited by a seven point intend-do not intend scale. 
The magnitude of qualified and disclaimed opinions rendered 
for the forty sample firms provides the second measure of in¬ 
tent. The Fishbein and Ajzen model states that a person's 
intent to perform an act is a function of their attitude to¬ 
ward the behavior and the subjective norm, accounting for 
the influence of the social environment. The relative im¬ 
portance of these two variables may vary, however, depend¬ 
ing upon the type of behavior being considered, the situa¬ 
tion, the target, and the subject's individual differences. 
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Multiple regression is typically used to examine the degree 
of association between intent, A^ and SN, as well as provide 
9 
weights for the two predictor variables. 
Table 4.4 presents the data from such an analysis. 
The attitude toward the behavior in this instance was ob¬ 
tained via semantic differential scales, a direct attitude 
assessment. The attitude toward qualifying when a firm has 
problems and qualifying when a firm doesn't have problems 
11 
were summed to obtain the index. The subjective norm is 
the general measure, that is, the perceived belief that most 
organizations and individuals who are important to the sub¬ 
ject think the subject should or should not perform the be¬ 
havior. As can be seen, the multiple correlations are both 
significant at the .039 and .030 level respectively, and are 
a fairly substantial .550 and .513. It therefore appears 
that an association exists between the auditor's intent to 
qualify and the attitudinal and normative measures, the is¬ 
sue addressed in Hg. 
It is interesting to note that the two intention mea¬ 
sures were not significantly correlated with each other 
(p>.l). While this at first appears to be a perplexing si¬ 
tuation, a closer examination of the measures reveals a pos¬ 
sible cause. As previously stated, qualifying or disclaim¬ 
ing opinions is now the commonly accepted procedure for 
problem firms. In fact, many auditors stated that their 
firm had a policy to qualify when the situation warranted it. 
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As a consequence, when asked if they would, generally speak- 
✓ 
ing, qualify, the responses were always affirmative. Given 
problems to be extreme, most all of the auditors would 
qualify at one time or another. Differences may arise, 
however, when the auditors are required to make qualifica¬ 
tion decisions for specific cases, where the severity of the 
problems differ. In these instances, the severity may have 
to be greater for one auditor to qualify as opposed to an¬ 
other, for his attitude toward qualifying (based upon its 
consequences) may be more negative than the auditor who is 
more prone to issue qualifications. In effect, given an 
"iffy" situation, where problems may be somewhat evident, 
one auditor may qualify while another will not, even though 
both auditors are likely to qualify when the problems are 
extreme. This condition can obviously arise from the judg¬ 
mental nature permeating the entire going concern issue. 
The data presented in table 4.4 tends to support this 
explanation. Note that while the multiple Rs pertaining to 
the two intention measures are similar, they are attribut¬ 
able to different factors in the regression equation. The 
subjective norm is by far the most important factor in pre¬ 
dicting the general intent. Significant regression and cor¬ 
relation coefficients are evident for SN, while the relation 
of and general intent was not significant. When consider¬ 
ing the number of qualified and disclaimed opinions rendered, 
however, a reversal occurs. The attitude toward qualifying 
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is now the most influential factor with significant coeffi¬ 
cients, while the SN measures are not significant. It would 
appear, therefore, that when asked if they would, in general, 
qualify, the auditors' responses were influenced strongly 
by what others thought they should do. In this case, the 
common practice is to qualify, and most auditors would at 
one time or another. However, when asked to make qualifica¬ 
tion decisions for a sample of firms with varying degrees 
of problems, decisions may differ, based partly upon the 
auditors' attitudes toward qualifying. 
This explanation is further supported by the fact that 
the general intent correlated .864 (p<.001) with the audit¬ 
ors' beliefs that other partners in their accounting firms 
thought they should or should not issue going concern quali¬ 
fications (one factor in calculating the SN). The general 
intention responses can therefore be strongly accounted for 
when just the influence of other partners is considered, 
reflecting the fact that the practice is common and that some 
firms have a policy to qualify. It appears that most au¬ 
ditors would qualify in extreme cases, but their propensity 
to qualify may vary when the judgment is less certain. 
In the previous analysis, the magnitude of qualifica¬ 
tions and disclaimers rendered was related to the attitude 
toward qualifying. Recall that the attitude considered 
qualifying and being right and qualifying and being wrong. 
An alternative intention measure may be computed by dividing 
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the number of qualified and disclaimed opinions rendered by 
the number of times problems were indicated. Given this 
measure, R=.424 (d=.102). Once again, A, was the most in- 
b 
fluential factor (r=.419, p=.016), while SN was not signifi¬ 
cant (p>.l). Correlation of just the semantic differential 
attitude toward qualifying when a firm has problems was 
.227 (p=.132) with this intent. 
Relation Between Direct and Estimated Attitude Measures 
While the previous analysis demonstrated that an asso¬ 
ciation does exist between qualifying intent and and SN, 
it did not uncover the causes of those measures. In the 
Fishbein and Ajzen model, attitude toward a behavior is 
viewed from an expectancy/valence framework. It's given to 
be a function of the probability that certain outcomes will 
occur from performance and the evaluations of those outcomes 
n 
(A^^E^b^e^) . If subjects' salient beliefs and correspond¬ 
ing evaluations are measured in this manner, this estimated 
attitude should be highly correlated with a direct semantic 
differential measurement. Table 4.5 presents the relevant 
13 
correlations between these two attitude measures. The 
three semantic differential variables were obtained: 
(1) from a general statement toward issuing going concern 
qualifications; (2) by adding the attitude toward qualifying 
when a firm has problems and qualifying when a firm doesn't 
have problems; and (3) by adjusting the attitudes in (2) 
158 
TABLE 4.5 
CORRELATIONS BETWEEN DIRECT AND ESTIMATED ATTITUDE MEASURES 
Expectancy/ Attitude Toward 
Valence Qualifying/Has 
Measures Attitude Toward Problems + Qualifying 
X. Qualifying/Has Doesn't Have Problems 
Semanti c\. Problems + Qualifying Adjusted for Probabi- 
Dif ferential^x^^ 
Measures 
Doesn't Have Problems lity of Occurrence 
General Attitude 
Toward Qualify- .418 .428 
ing (.020) (.016) 
Attitude Toward 
Qualifying/Has 
Problems + Qua- .360 .423 
lifying Doesn't 
Have Problems 
(.035) (.017) 
Attitude Toward 
Qualifying/Has 
Problems + Qua¬ 
lifying Doesn't .230 .629 
Have Problems 
Adjusted for 
Probability of 
Occurrence 
(.134) (.001) 
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by their perceived probability of occurrence. The estimated 
attitudes correspond to numbers 2 and 3, but were calculated 
from an expectancy/valence framework, where beliefs and 
evaluations of five outcomes were considered for each atti¬ 
tude (the outcomes are listed in chapter III). 
As can be seen, while most of the correlations are sig¬ 
nificant, they are relatively low when compared to the re- 
• • • 14 
suits obtained m previous studies. One possible explana¬ 
tion may be that a number of the outcomes utilized are not 
necessarily salient, and may not be related to the underly¬ 
ing attitude. While these outcomes were elicited from au¬ 
ditors in the first questionnaire, which would normally in¬ 
crease their salience, the response rate to that instrument 
was only 27%. Also, some of the outcomes were not listed 
frequently by those responding. 
The correlation between the general normative measure 
n 
and .1 b.m. was not significant at the .1 level. However, 
i=l ii ^ 
when beliefs alone were considered, the correlations were 
.585 (p<.001) and .338 (p=.045) between the general SN and 
what other partners and clients thought the auditor should 
do. An insignificant correlation (p>.l) was found between 
SN and the auditors' perceptions of what formal organizations 
such as the FASB, AICPA, and the SEC thought they should do 
in the going concern area. This could probably be due to 
the ambiguity surrounding the pronouncements of these or¬ 
ganizations . 
160 
n n 
Relation Between Intentions, . Z b.e., and Z b^m- 
i=l i l i=l 1 1 
The previous analysis concerning the intentional model 
related two measures of intent with a semantic differential 
attitude and a general subjective norm. Whether a similar 
association exists between the intents and expectancy/ 
valence measurements remains to be 3een. Given the rela¬ 
tively low correlations obtained between the direct and es¬ 
timated attitudes, serious doubts must be raised about their 
ability to predict intentions. Table 4.6 presents the rele¬ 
vant data. As can be seen, the normative component is more 
closely associated with the general intent. The coefficients 
pertaining to the magnitude of qualifications and disclaimers 
rendered were not significant, however. Once again, these 
1 ov/ correlations may be due to the nonsalience of the belief 
statements, which could be unrelated to the underlying atti¬ 
tude. When these beliefs and corresponding evaluations are 
multiplied and summed with others, the resulting measures may 
not provide or. appropriate* index. 
It should be noted that when the number of qualifica¬ 
tions and oi soloi,"er» are regressed upon the atf h ade toward 
qualifying when a firm has problems minus the attitude to¬ 
ward not qualifying when a firm has problems, r*#326 (p*.052). 
This attitude difference may, in fact, have merit, for the 
attitude toward qualifying a problem firm is enhanced the 
more the attitude toward not qualifying that firm becomes 
s intuitive appeal. segas,/e. The measure, therefore, ha 
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Comparison of Auditors Qualifying Least and Most 
A comparison of the beliefs and evaluations between 
those auditors who qualified most and those who qualified 
least can provide some insights into the differences between 
the two groups. Table 4.7 presents the mean responses for 
auditors who qualified and disclaimed least and most given 
16 
that problems were indicated. The responses were scored 
from 1 to 7 representing extremely improbable to extremely 
probable and extremely bad to extremely good for the belief 
and evaluative statements respectively. As can be seen, 
there are many instances where differences between the two 
groups were not great. In fact, there was not one case 
where differences were greater than one point (i.e., ex¬ 
tremely vs. quite; quite vs. slightly; or slightly vs. nei¬ 
ther) . The differentials that do exist are generally in the 
expected direction. For example, subjects who qualified 
least had slightly higher scores on the outcomes lose client, 
lawsuit by client, negative affect on accounting firm’s re¬ 
putation, and deteriorated relations with the client, indi¬ 
cating a stronger belief that these outcomes would occur if 
the opinion was qualified for a firm without problems. Also, 
those qualifying most had slightly stronger beliefs that a 
client's creditors would sue, grounds for alleging auditing 
negligence would be provided, the accounting firm's reputation 
would experience a negative impact, and the accountant's 
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responsibility would not be fulfilled if the opinion was not 
qualified when a firm had problems. 
T-tests revealed that the majority of these differences 
were not significant. The size of the groups was rather 
small, however. The beliefs significantly different at the 
.1 level or better were: those qualifying less had a 
stronger belief that the accounting firm's reputation in 
the business community would be negatively affected if the 
opinion was qualified for a firm without problems; qualify¬ 
ing a problem firm's statements would result in the issuing 
of the appropriate opinion was thought to be more probable 
for those qualifying most; and not qualifying for a non¬ 
problem firm was thought to increase the credibility of the 
audrt report most by those more prone to qualifying. The 
first outcome is quite predictable given that the subjects 
were partners of the accounting firms, and therefore would 
be particularly concerned with the reputations of those 
firms. For example, they may believe that the negative 
reputation resulting from qualifying nonproblem firms would 
inhibit their ability to attract new clients. The second is 
especially interesting, for although all the auditors 
thought issuing a qualified opinion for a problem firm was 
appropriate, some differences did exist. This may reflect 
the questioning of the practice as advocated by the Commis¬ 
sion on Auditors' Responsibilities (1978). 
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In addition to the negative impact and increasing cre¬ 
dibility cited above, when the beliefs were multiplied by the 
evaluations, two additional outcomes were significant at the 
.1 level; not qualifying a problem firm's statements resulted 
in a higher value for "would allow the client more time to 
work out its problems" by those qualifying less, and not 
qualifying a nonproblem firm obtained a similar result for 
"would avoid unfavorable publicity to your accounting firm 
that could occur if the opinion was qualified." 
Auditors1 Beliefs and Evaluations 
Given that insignificant or low correlations were found 
n n 
in many instances when relating .E b-e- and .I b-m- to m- 
i=l x 1 i=l 1 1 
tentions, viewing the beliefs and evaluations pertaining to 
the selected outcomes as possible causes for qualifying be¬ 
havior must be questioned. They are, nevertheless, very in¬ 
teresting when put in perspective. At the very least, an 
indication of auditors' reactions to certain issues pertain¬ 
ing to going concern qualifications is provided. Table 4.8 
presents a breakdown of all the auditors' beliefs that the 
outcomes would occur under the various conditions. Their 
evaluative responses are summarized in table 4.9, while nor¬ 
mative data is presented in table 4.10. Once again, the re¬ 
sponses are scored 1, 2, 3 for extremely, quite, and slightly 
improbable, 4 for neither or both, and 5, 6, 7 for slightly, 
quite, and extremely probable. A similar format exists for 
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TABLE 4.8 
AUDITORS' BELIEF RESPONSES 
Outcomes 
Improbable Both Probable Mean 
1 2 3 4 5 6 7 
Qualified/Doesn't Have Problems 
Loss of Client 
Lawsuit by Client 
Negative Effect on Reputation 
Deteriorated Relations 
Will Cause Problems 
Not Qualified/Has Problems 
Lawsuit by Client's Creditors 
Grounds for Alleging Negligence 
Negative Effect on Reputation 
Responsibility Not Fulfilled 
Allow Client More Time 
Qualified/Has Problems 
Increase Credibility of Report 
Issue Appropriate Opinion 
Fulfill Responsibility 
Will Contribute to Problems 
Deteriorated Client Relations 
Not Qualified/Doesn't Have Problems 
Avoid Unfavorable Publicity 
Increase Credibility of Report 
Avoid Deteriorated Relations 
Reinforce Competency 
Avoid Undue Concern 
1 
13 4 
111 
-11 
12 3 
3 5 10 7 5.73 
3 10 5 - 4.26 
5 6 11 1 4.96 
2 8 14 6.19 
4 10 6 4.46 
1-2 
11- 
1-2 
11- 
16 5 
1 14 6 2 5.03 
2 9 12 1 5.19 
3 10 8 2 5.03 
1 3 7 13 5.96 
4 8 - 2 3.76 
1 
1 3 
1 3 
1 
4 
1 10 11 
- - 7 
-39 
8 9 1 
5 7 4 
3 5.50 
19 6.73 
14 6.42 
3 4.38 
2 4.23 
3 3 15 
2 1 1 11 
3 1-5 
2 3 1 12 
1 - - 2 
4  6 4.69 
452 4.42 
476 5.00 
413 4.07 
3 8 12 6.00 
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TABLE 4.9 
AUDITORS' EVALUATIVE RESPONSES 
Bad Both Good Mean 
Outcomes 12 3 4 5 6 7 
Qualified/Doesn't Have Problems 
Loss of Client 3 10 9 4 - — - 2.53 
Lawsuit by Client 17 8 1 - - - - 1.38 
Negative Effect on Reputation 17 8 1 - - - - 1.38 
Deteriorated Client Relations 6 10 9 1 - - - 2.19 
Will Cause Problems 11 7 3 5 - - - 2.07 
Not Qualified/Has Problems 
Lawsuit by Client's Creditors 22 4 - - - - - 1.19 
Grounds for Alleging Negligence 23 2 1 - - - - 1.15 
Negative Effect on Reputation 17 8 1 - - - - 1.38 
Responsibility Not Fulfilled 21 5 - - - - - 1.19 
Allow Client More Time 4 5 3 5 4 5 — 3.57 
Qualified/Has Problems 
Increase Credibility of Report - - - 7 3 11 5 5.53 
Issue Appropriate Opinion - - - 2 - 2 22 6.65 
Fulfill Responsibility - - - 1 1 2 22 6.73 
Will Contribute to Problems 4 4 7 10 - 1 - 3.03 
Deteriorated Client Relations 6 10 9 1 - - - 2.19 
Not Qualified/Doesn't Have Problems 
Avoid Unfavorable Publicity - 1 - 2 4 8 11 5.96 
Increase Credibility of Report - - - 1 2 8 15 6.42 
Avoid Deteriorated Relations - - - 3 7 8 8 5.80 
Reinforce Competency - - - 1 2 4 19 6.57 
Avoid Undue Concern 1 - 1 5 3 11 5 5.38 
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TAELE 4.10 
AUDITORS' NORMATIVE RESPONSES 
Beliefs Concerning Referents' 
Positions 
Other Partners 
Partner's Clients 
Organizations such as the EASE, 
AICPA, SEC 
Motivations to Comply 
Other Partners 
Partner's Clients 
Organizations such as the FACE, 
AICPA, SEC 
Should Not_Should Mean 
1 2 3 4 5 6 7 
1 1 
2 2 2 4 
1 t 1 1 
Want Hot To 
12 3 4 
1 6 17 6.42 
8 5 3 4.57 
2 7 14 6.07 
Want To Mean 
5 6 7 
2 5 
- 13 
2 
4 4 11 5.65 
7 6" 4.7.3 
1 12 11 6.23 
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the evaluations (1 to 7; extremely bad to extremely good). 
The norms were scored: should not (1), should (7), want 
not to (1), want to (7). 
A few interesting observations may be noted. On the 
average, the auditors stated that it is slightly to quite 
probable that they would lose the client if they qualified 
the opinion when it doesn't have problems. In fact, seven 
auditors stated that this would be extremely probable, and 
ten thought it was quite probable. A lawsuit by the client 
in that situation elicited mixed reactions. Fifteen audit¬ 
ors thought it was at least slightly probable, while eight 
believed it to be improbable. Not surprisingly, there was 
a strong indication that deteriorated client relations 
would occur. 
Responses to the "self-fulfilling prophecy" issue were 
mixed. Two statements investigated this topic--whether qua¬ 
lifying when a firm does or doesn't have problems would con¬ 
tribute or cause problems respectively. While the averages 
indicated neither probable or improbable, this was due to a 
wide range of responses. Generally speaking, the auditors 
tended to believe that the outcomes were probable. For ex¬ 
ample, sixteen auditors stated that it was at least slightly 
probable that a qualification would cause problems, while 
only six thought it to be improbable (four stated neither). 
Whether problems do, in fact, occur from the qualification 
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remains to be examined. It would appear, however, that many 
auditors believe this to be the case. 
On the average, auditors thought it to be slightly 
probable that a client's creditors will sue, grounds for 
alleging auditing negligence would be provided, and the ac¬ 
counting firm's reputation would be negatively affected if 
the opinion was not qualified for a problem firm. In this 
case, the accountant was viewed as not fulfilling his re¬ 
sponsibility to the public (quite probable). Whether not 
qualifying would allow the client more time to work out its 
problems met with mixed reaction. Responses indicated a 
high probability that the appropriate opinion would be is- 
used and that the accountant would fulfill his responsibility 
to the public if the opinion was qualified for a problem 
firm. 
As expected, the evaluations of the outcomes pertain¬ 
ing to the errors were almost all very negative. It is in¬ 
teresting to note, however, that allowing a client more time 
to work out its problems met with slightly mixed reactions, 
ranging from extremely bad to quite good. Positive re¬ 
sponses were obviously associated with the outcomes of qua- 
lifying/has problems and not qualifying/doesn't have prob¬ 
lems, the one exception being the contributing of problems 
brought on by a qualification. 
Not surprisingly, partners generally thought that other 
partners and formal organizations thought they should qualify. 
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Their belief about their clients' desires are interesting, 
however. Sixteen partners stated that they perceived their 
clients to be in favor of issuing qualifications. This was 
most probably due to the partner considering the views of 
all his clients, the majority of which would not have prob¬ 
lems . 
Related Issues 
Subjective Weights 
After making the continuity decisions for the forty 
sample firms, the auditors were asked to indicate the rela¬ 
tive impact each ratio had on their decisions. These sub¬ 
jective weights are summarized in table 4.11. As can be 
seen, the most important variable in the auditors' eyes was 
net worth/total debt. This corroborates the finding in the 
first questionnaire, where auditors frequently mentioned the 
relevance of this leverage measure, and Libby's (1974) 
finding that loan officers desired this measure when making 
fail-nonfail decisions. The profitability and liquidity 
measures were relied upon substantially, while the importance 
of sales and cash to total assets were minimal. It is inter¬ 
esting to note that the importance ranking for the environ¬ 
mental model was NI/TA, NW/TD, QA/CL, SA/TA, CA/TA. Compa¬ 
rison of these rankings must be qualified, however, due to 
the interpretation problem of the coefficients cited earlier. 
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TABLE 4.11 
SUBJECTIVE WEIGHTS 
Net Income 
Total Assets 
Average (%) 
25 
Minimum (%) 
5 
Maximum 
50 
Net Worth 
Total Debt 
32 10 50 
Quick Assets 
Current Liabilities 
25 10 50 
Sales 
Total Assets 
11 0 30 
Cash 
Total Assets 
7 0 20 
The auditors were also asked an open-ended question 
concerning their decision strategy in judging going concern 
problems. While some of the responses just indicated the im¬ 
portance ranking listed by the subjective weights, many au¬ 
ditors described relatively complex processes in which the 
relevance of certain variables were conditional upon the 
magnitude of others. 
Agreement with Definition 
The auditors were asked if they agreed with the opera¬ 
tional definition of going concern problems utilized in the 
study. Fourteen responded yes, while thirteen answered no. 
Although it may appear that a substantial number disagreed 
with the criteria used, a closer examination revealed that 
their proposed differences were not great. If a no response 
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was made, they were asked how they would change the defini¬ 
tion. Many ci-ted that they would just add a few criteria. 
For example, one auditor who responded negatively stated that 
the definition by itself was acceptable. However, trends and 
the accessibility to financing should also be major concerns. 
Others listed the inability to meet principal payments, the 
need for outside financial assistance to sustain operations 
within the next twelve months, and negative working capital 
as criteria which might be considered. A few auditors 
stated that the time factor for losses and deficits should 
be more flexible. Typical comments were that three years 
of losses or deficits are not necessarily conclusive evi¬ 
dence of problems, and that the inability to meet debt re¬ 
quirements of any kind are more important considerations. 
Overall, the great majority of the disagreements were minor. 
Information Sufficient 
The subjects were asked if the information given was 
sufficient to judge whether the firms had going concern 
problems. Since their actual problem decisions are usually 
quite complex, encompassing many types of objective and sub¬ 
jective data, it was expected that they would not consider 
just financial statement data to be adequate. Twenty-four 
responded that the data was not sufficient, two answered 
yes, and one was left blank. Examples of other data they 
would have liked to use are: trends; nature of the 
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competition; state of the firm's technology; industry data; 
product data; aging of accounts receivable and payable; 
management capability; future projections; and outside eco¬ 
nomic conditions. They were also asked to estimate the num¬ 
ber of correct problem decisions they could have made if all 
the additional data was available. Responses ranged from 
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10 to 40 correct and averaged at 35.5. On the average, 
therefore, the subjects believed the extra data would have 
increased their accuracy by 22% over their perceived accu¬ 
racy given the five ratios. It should be noted, however, 
that the subjects actually discriminated problem from non¬ 
problem firms 83% of the time on the average. Given all 
data to be available, accuracy would have been 89% in their 
opinion, an increase of only 6%. 
Relevant Continuity and Qualification Statistics 
Table 4.12 summarizes the data relating to the magni¬ 
tude of unqualified, qualified, and disclaimed opinions 
rendered for the forty sample firms. As can be seen, 
there's approximately a 2 to 1 ratio of "clean" to qualified 
and disclaimed, and when going concern problems were men¬ 
tioned, a qualified report was issued twice as much as a 
disclaimed. Of course, the response setting in this study 
was necessarily artificial. There is some evidence to indi¬ 
cate, however, that the ratio of qualified to disclaimed re¬ 
flects actual practice. Backer and Gosman (1978) reviewed 
176 
TABLE 4.12 
NUMBER OF UNQUALIFIED, QUALIFIED, AND DISCLAIMED 
OPINIONS RENDERED FOR THE 40 SAMPLE FIRMS 
Average* Maximum Minimum Std. Dev 
Unqualified 26.3 40 16 5.4 
Qualified 9.4 18 0 4.0 
Disclaimed 4.0 10 0 3.2 
*Sums to 39.7 for two subjects left two and three firms blank. 
the audit opinions of twenty-one companies that had a mention 
of going concern problems in the audit opinion. Of these, 
fifteen were qualified and six were disclaimed, resulting in 
a ratio almost identical to that found in the present study. 
Although not conclusive, it would appear that the auditors 
did not arbitrarily respond to the qualification decision, 
but rather, attempted to reflect their actual behavior. 
Data concerning the relation between problem, quali¬ 
fied and disclaimed decisions is presented in table 4.13. 
On the average, problems were indicated for 17.5 out of the 
40 firms, implying a slight propensity to believe the firms 
were nonproblem concerns. Note, however, that only an ave¬ 
rage of 13.2 qualified and disclaimed opinions were rendered 
to firms which were believed to have problems. Even if the 
auditors thought problems existed to some extent, they would 
still issue a clean opinion in 23.3% of the cases. This 
situation became most apparent when xhe auditors indicated 
problems, yet checked a space close to the center of the 
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TABLE 4.13 
RELATION BETWEEN PROBLEM, QUALIFICATION AND DISCLAIMER 
DECISIONS FOR THE 40 SAMPLE FIRMS 
Average Maximum Minimum Std. Dev. 
(1) Number of times 
problems indi¬ 
cated 17.5 28 4 5.5 
(2) Number of opi¬ 
nions qualified 
and disclaimed 
given problems 
indicated 13.2 24 0 5.6 
(3) #2 v #1 76.7% 100% 0% 25.2 
continuity decision scale, pointing up that they were not 
entirely sure of their decision. (A few practically never 
qualified no matter what their continuity decision was.) 
Once again, the data indicates that there is not necessarily 
a 1 to 1 relation between continuity and qualification deci¬ 
sions . 
On the average, the auditors recognized problem firms 
as such in 15.6 out of 20 cases. This accuracy ranged from 
4 to 20. The number of correct nonproblem decisions ranged 
from 12 to 20 and averaged at 17.9. 
Decision Responsibility 
To further support the rationale for choosing partners 
as the subject group as well as corroborate the findings 
from the first questionnaire, the auditors were asked if 
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they ultimately decide whether an audit opinion should be 
qualified for going concern reasons. Twenty-three responded 
yes, three no, and one was left blank. The reason for the 
no answers were that the partners first consulted with 
either other partners or the firm's review department. In 
any event, the decisions are made on that level, and there¬ 
fore should be investigated in terms of the subject group 
utilized in this study. 
In conjunction with this decision, auditors were asked 
if, to the best of their knowledge, their firm had a policy 
on issuing going concern qualifications. Fifteen auditors 
indicated a firm policy, eleven stated that it did not, and 
one was blank. Most of the policy descriptions were general, 
such as, qualify the opinion if there's sufficient reason. 
Once again, sufficient reason is left up to the audit part¬ 
ner. One auditor stated the policy was to disclaim if 
there's an immediate threat, and qualify if it's believed 
the firm can last twelve months. Another stated the policy 
"parallels your definition." 
When asked if the policy specified the kinds of infor¬ 
mation that are important in making going concern decisions, 
ten responded yes, five no, and twelve were blank. Elabora¬ 
tions ranged from liquidity and equity deficiency, debt de¬ 
fault, and working capital deficits to "can't specify data 
for (it's a) subjective area. Once again, this data 
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highlights the fact that there are only vague standards to 
be followed when making going concern judgments. 
Ratio Use 
The auditors were asked if they used ratios to some 
extent when deciding whether their clients had going concern 
problems. The responses were: yes-25; no-1; blank-1. 
When asked how large of an impact the ratio data had on 
their final decisions, seven stated it only had a small im¬ 
pact, fifteen thought it was moderate, while only three be¬ 
lieved ratios had a large impact (two were left blank). Gi¬ 
ven the high classification accuracy attained when discrimi¬ 
nating problem from nonproblem concerns in this and other 
studies, one can only wonder if actual decision accuracy 
would be increased if auditors relied more upon relevant 
ratio cues. 
Miscellaneous Data 
A seven point dull-interesting scale was used to gauge 
the auditors' reaction to the task of evaluating going con¬ 
cern problems for the forty sample firms. Responses ranged 
from 1 to 7 and had a mean of 4.07. This figure is not too 
surprising, for the response was made after completing a very 
repetitive task. Overall interest in the study may be im¬ 
plied from the number of auditors desiring a summary of the 
results. All but one wanted a write-up (two were blank). 
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When asked whether the instructions in the question¬ 
naire were clear, twenty-one responded yes and five no. 
Explanations for no answers revealed that some ambiguity 
surrounded the viewpoint which should be taken for the se¬ 
mantic differentials. Most stated that the responses were 
made from the auditor's perspective. 
Finally, it took an average of seventy-four minutes 
for the auditors to complete the questionnaire. Completion 
time ran from twenty-five minutes to three and one-third 
hours. 
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Footnotes 
^When unequal dispersion matrices are evident, a 
quadratic function would be appropriate. As stated, how¬ 
ever, one concern of this research is the applicability of 
linear decision models in accounting contexts. That is, can 
subjects' decisions be accurately captured via a linear 
function. Optimality of the final model is not a major con¬ 
cern. Also, differences between linear and quadratic class¬ 
ifications become critical with large group overlap, 
". . . if the groups are widely separated with little over¬ 
lap, the form of the rules is not too significant" (Eisen- 
beis and Avery, 1972, p. 38). 
In considering the normality issue, a Kolmogorov- 
Smirnov goodness of fit test was performed to determine if 
the two groups exhibited similarities to a normal distribu¬ 
tion. The probabilities that the groups resembled a normal 
distribution were .998 and .876 for the problem and nonprob¬ 
lem categories respectively. Although the second probabil¬ 
ity may be considered low, evidence exists for the use of 
non-multivariate normal data without significantly biasing 
the results (Eisenbeis and Avery, 1972, p. 37). The derived 
discriminant function was significant at the .001 level. 
Wilk's lambda equaled .337. 
Note, for example, Altman's (1968) analysis of each 
variable's importance by examining the scaled vectors 
when correlations as high as -.78 existed between those ra¬ 
tios . 
3It is interesting to note, however, that the impor¬ 
tance ranking shifted when bj(Xjq-Xj2) was applied. These 
measures for each variable are: NI/TA: -1.435, NW/TD: 
-.566, QA/CL: -.494, SA/TA: -.204, CA/TA: .067. Sales/ 
Total Assets, which was second most important when standard¬ 
ized coefficients were utilized, is now second least impor¬ 
tant. (Similar results were obtained in Joy and Tollefson's 
(1975) recalculation of Altman's scaled vectors.) The re¬ 
vised order shows a profitability index at the top, followed 
by the leverage, liquidity, capital intensiveness, and cash 
indexes. 
^The response scale used to elicit the judgments was 
divided so as to produce a dichotomous classification scheme 
for reasons previously stated. 
~*The responses for two subjects on the confidence 
measure were quite low (accuracy estimate of 5 and 14). 
Every other auditor estimated at least 20. At first it was 
thought that these two misread the question, giving the 
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number thought to be in error. Both accuracy estimates in¬ 
creased, however, when asked to state the accuracy if all 
relevant data was available. 
£ 
An insignificant correlation was also found when 
judgment accuracy was related to the subjects' mean re¬ 
sponse on the continuity scale, when that scale was scored 
3 at the endpoints (most confident), 2 and 1 as the re¬ 
sponse moved closer to the center (r=-.048, p=.406). 
7 
The average Spearman's rho may be obtained as follows 
(Siegel, 1956, p. 229): 
KW - 1 
rsave K - 1 
where: 
K = number of subjects 
W = Kendall's coefficient of concordance 
o 
A similar analysis was performed for auditors' con¬ 
tinuity decisions. In this case W=.765 (p<.001) and the 
average Spearman's rho was .755. 
^Regression, pearson product-moment correlations, and 
other parametric statistics are often used when analyzing 
the attitude data in this study. These are commonly accepted 
procedures used in psychological studies when investigating 
similar relations. Of course, whether the data strictly 
meets the normality, homogeneity, and equal interval assump¬ 
tions of parametric statistics could be questioned, for much 
of the data was obtained via seven point scales. However, 
as Kerlinger notes (1973), there is evidence to indicate 
that ". . . the importance of normality and homogeneity is 
overrated," so that tests such as the t and F are highly ac¬ 
curate in many research settings even when the assumptions 
are violated to some extent. This applies to univariate 
data. As he states, ". . .in most cases in education and 
psychology, it is probably safer—and usually more effec¬ 
tive—to use parametric tests rather than nonparametric 
tests" (p. 288). 
-^Recognizing that the use of conventional significance 
cutoffs (i.e., .05, .01) are somewhat arbitrary, an attempt 
was made to list the individual significance levels in most 
cases. An evaluation of significance is obviously open to 
interpretation. However, a couple of considerations should 
be noted. A significance level represents the probability of 
making a type I error, that is, falsely rejecting the null 
hypothesis. The evaluation of significance should therefore 
take into account the cost associated with the error. If 
the consequences are great, a more stringent level would be 
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called for. Myers (1972) notes that this should be the case 
when the results are in contrast with an established body of 
knowledge, the cost being the research time mistakenly spent. 
Labovitz (1968) echoes this view "... because in all the 
studies opposing the conclusion we are bound to find a few 
negative results on the basis of chance alone" (p. 221). On 
the other hand, given a viable rationale for the relation and 
substantial empirical evidence from prior studies, ". . .if 
the evidence supports the conclusion, a larger significance 
level would be more appropriate, since now we are usually 
more willing to reject the null hypothesis of no differ¬ 
ence" (p. 221). Also, since small differences would probably 
be found significant in large samples, while large differ¬ 
ences in small samples may not be significant at a given 
level (for there's a greater likelihood of correctly reject¬ 
ing H0 as N increases), "... small error rates (.01 or 
.001) should usually accompany large N's and large error 
rates (.10 or .05) should be used for small N's" (p. 221). 
Given that substantial support exists for the models uti¬ 
lized in this study, and that the sample size is relatively 
small, it may be beneficial to evaluate significance at a 
slightly higher level than the conventional .05 or .01. 
•^The statistics were not improved when the two atti¬ 
tudes were first multiplied by the auditor's perceived pro¬ 
bability of occurrence and then summed. 
Out of the twenty-seven auditors m the present 
study, only one never qualified an opinion for the forty 
firms. 
1 ^ 
In keeping with the Fishbein and Ajzen approach, 
scales associated with the attitudinal component were 
scored -3 to +3, while the scales relating to the subjective 
norm were scored 1 to 7. 
■^See chapter II for a summary of this research. 
, r n n 
-L;3When .1 b;e; and . Zb-jm-; were regressed on the num- 
i=l -1 i=l x 
ber of qualifications and disclaimers divided by the number 
of times problems were indicated, R=.306 (p=.322). The 
correlation of the intent and .1 b^e^ alone, however, was 
.301 (p=.068). 1-1 
■^The division of the auditors into the two groups was 
based upon the variable (qualified + disclaimed) number 
of times problems indicated, for the correlation of the ex¬ 
pectancy/valence attitude measure was higher with.this vari¬ 
able than with the number of qualifications and disclaimers 
rendered. It was believed that this dichotomy would there¬ 
fore produce more meaningful data. 
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17 
The exact reason why this result (i.e. increase in 
credibility) is different from expected is not known. 
18The two auditors who reported low perceived accu¬ 
racy scores for the forty firms also estimated low scores 
of 10 and 19 if all the data was made available. 
CHAPTER V 
SUMMARY AND CONCLUSIONS 
A brief overview of the purpose and methodology of the 
study is presented first in this chapter. Following this, 
some of the major conclusions and implications derived from 
the results are discussed. Also considered are the study's 
limitations and suggestions for future research. 
Overview of the Study 
As stated in chapter I, the applicability of the going 
concern assumption to a given firm can have serious implica¬ 
tions for the fair reporting of that firm's operations and 
financial position in accordance with generally accepted ac¬ 
counting principles. Its relevance is therefore a matter of 
extreme importance to auditors who are called upon to verify 
the fairness of those statements. The issue is shrouded in 
uncertainty, however, and considerable ambiguity surrounds 
auditors' going concern decisions. For example, while it 
has been stated that qualifying an opinion is presently the 
common practice for problem firms, research has shown that 
less than half of a sample of bankrupt firms had going con¬ 
cern problems mentioned in the audit opinion one year prior 
to entering bankruptcy proceedings. 
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In an effort to capture the relevant variables that 
might affect final going concern judgments, the issue must 
be analyzed via a two step process. That is, continuity de¬ 
cisions must first be examined (does the firm have problems?), 
followed by qualification decisions (will the opinion be 
qualified?). This research was therefore directed at: 
(1) an investigation into auditors' evaluations of firms as 
going concerns given relevant informational cues; and (2) an 
examination of factors which could affect auditors' decisions 
concerning the issuance of going concern qualifications. 
These two aspects were analyzed in terms of the Brunswik 
"lens" model and the Fishbein and Ajzen attitude model re¬ 
spectively . 
To accomplish these goals, the following procedure was 
employed. A sample of firms was generated. One half of 
these exhibited going concern problems in accordance with an 
operational definition determined from audit partner re¬ 
sponses, while the other half were nonproblem concerns. A 
set of informational variables representing financial state¬ 
ment data was calculated for each firm. This data was shown 
to have relevance in distinguishing problem from nonproblem 
firms. 
Given that going concern decisions are made at the 
partner level, the cooperation of a number of audit partners 
of national CPA firms was obtained. These partners were 
first asked to make continuity and qualification decisions 
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for each of the sample firms based upon the financial state¬ 
ment cues. Discriminant models were computed relating each 
auditor's continuity decisions to the information set, and 
accuracy, linear predictability, and various interauditor 
comparisons were analyzed. 
The partners' attitudes toward issuing qualified opin¬ 
ions were also obtained via semantic differential and ex¬ 
pectancy/valence approaches. They were asked to estimate 
the probability that a number of outcomes would occur from 
qualifying as well as evaluate those consequences. These 
outcomes were derived from partner responses obtained in an 
initial questionnaire. In an effort to uncover factors un¬ 
derlying qualifying intents and behaviors, the association 
between two qualifying intentions, attitudes toward qualify¬ 
ing, and subjective norms were examined. 
Conclusions 
Financial statement data in the form of ratios can 
provide extremely useful information for auditors when judg¬ 
ing continuity problems. This is convincingly illustrated 
by the fact that auditors were able to discriminate problem 
from nonproblem firms given only ratio data with an average 
accuracy rate of 83%. This result is based upon the opera¬ 
tional definition utilized in this study. A couple of in¬ 
teresting implications emanate from this finding. Auditors 
maintain that their actual decision processes encompass 
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many different types of data, both objective and subjective. 
The need for utilizing many of these varied bits of informa¬ 
tion may be questioned, however, given a substantial ac¬ 
curacy using only financial statement cues. Some of the 
data presently used may not provide reliable indications of 
problems, confounding the final decisions. At the very 
least, auditors could place more emphasis on ratio data in 
their decision processes. Of the twenty-five partners in¬ 
dicating a use of ratio data, seven thought the ratios had 
a small impact on their decisions, fifteen thought it was 
moderate, while only three believed ratios had a large im¬ 
pact. Actual judgment accuracy could possibly increase 
with this shift in emphasis. As noted earlier, at least 
one international firm. Touche Ross & Co., has published 
a manual relating the importance of ratio data to problem 
decisions. 
The unique aspect of the substantial accuracy found in 
this study is that auditors, with their own decision pro¬ 
cesses, have been able to attain a high accuracy rate in 
recognizing problem firms using just ratio data. While the 
bankruptcy studies cited earlier have demonstrated the sub¬ 
stantial information content of ratios, they have disre¬ 
garded how users employ that data. These previous studies, 
which are similar to the analysis of the environmental side 
of the lens model, are to a certain extent, sample specific. 
For example, Altman's (1968) discriminant model was based 
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upon only middle sized manufacturing firms, Edmister's 
(1972) model was derived from small businesses, etc. Also, 
some of the models utilized data which is quite outdated 
(e.g., Altman's sample was selected from 1946 to 1965). 
Use of any one model to judge different types of firms must 
seriously be questioned. This study has demonstrated that 
the combination of ratio data and auditors' decision pro¬ 
cesses can attain substantial classification accuracy. Of 
course, this result itself was based upon a restricted firm 
sample. However, it is intuitively appealing to wonder if 
the auditors' processes could take into account various 
kinds of firms by analyzing the ratios in the context of 
the specific situation, and thereby exhibit a high decision 
accuracy across many different firm types. 
Other analyses performed on the auditors' continuity 
decisions raise interesting implications. These concern 
linear predictability of judgments, bootstrapping, and the 
confidence-accuracy relation. The linear discriminant models 
accurately reproduced the auditors' continuity decisions 91% 
of the time on the average. This result provides increasing 
support for the applicability of linear models in accounting 
contexts, which can have a definite impact on future account¬ 
ing research. For example, Libby (1974) advocated the use 
of linear models for the evaluation of alternative accounting 
techniques. In effect, subjects' models could be calculated 
on one data set, and then the models would be used to 
190 
represent subjects' judgments given that the cues were calcu¬ 
lated using alternative techniques (e.g. LIFO vs. FIFO). It 
is advocated that this method would provide an efficient 
means of judging the effect of various alternatives on users' 
decisions. The drawback to this approach is immediately evi¬ 
dent, however. The users must be unaware that a change has 
occurred, otherwise their processes may change, leading to 
major differences between the models' predictions and the 
subjects'. A more fruitful approach may be an analysis of 
the change in decision processes after an accounting change 
has occurred. This is similar to Ashton's (1976) use of 
linear regression to judge if subjects' processes changed 
when pricing products given different cost data. Be that 
as it may, the substantial linear predictability found in 
this study further supports the relevance for this type of 
research. 
When making continuity decisions, there was no signifi¬ 
cant difference between the accuracy of the auditors and the 
auditors' models. This finding is in contrast to much of 
the psychological evidence pertaining to the bootstrapping 
phenomenon. Libby (1974), however, found that financial 
analysts generally outperformed their models when predicting 
a fail-nonfail situation. There therefore appears to be 
some cases in accounting contexts where bootstrapping does 
not necessarily hold. Questions immediately arise concern¬ 
ing the situations in which it's likely or not likely to 
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occur. That is, whether a particular type of decision maker 
or decision task lend themselves to man's or model's su¬ 
periority. More work obviously needs to be conducted. How¬ 
ever, the evidence contrary to bootstrapping presented here 
makes one question the proposal that man be replaced by his 
model, for this procedure may actually decrease decision ac¬ 
curacy in some cases. 
Finally, the auditors' confidence in making continuity 
decisions was found to be unrelated to decision accuracy, a 
result also obtained in prior studies (Oskamp, 1965; Gold¬ 
berg, 1968). Given that this finding is replicated in 
other accounting contexts, the implications for accounting 
research are obvious. That is, the evaluation of alterna¬ 
tive information sets based upon what user groups think will 
yield the most accurate decisions comes under question. 
After making a decision concerning a firm's continuity 
status, the auditor must decide if problems are going to be 
mentioned in the opinion. As was shown, the average corre¬ 
lation between all pairs of auditors in making .these judg¬ 
ments was .656. Although significant, the figure is sub¬ 
stantially less than one, which implies that similar firms 
could be issued different reports. This could be caused by 
the varying ability of auditors to recognize problems, as 
well as interauditor differences concerning the conditions 
which warrant a qualified opinion. 
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While a substantial level of agreement existed between 
the auditors' continuity and qualification decisions, there 
was not a one to one relation in every instance. In fact, 
23.3% of the firms that had problems indicated were not ren¬ 
dered a qualified or disclaimed opinion. One auditor never 
qualified or disclaimed, even though he thought fourteen 
firms exhibited problems. Another cited problems in twenty- 
two cases, while only qualifying six, and a third qualified 
nine out of the twenty-one times he indicated problems. 
In an effort to analyze these qualifying differences, 
auditors' attitudes and norms were measured and related to 
their qualifying intentions. As was shown, a significant 
association existed when these two proposed determinants, 
based upon semantic differential and general measures re¬ 
spectively, were related to the general intent to qualify 
and the magnitude of qualifications rendered for the sample 
firms. They therefore appear to be relevant variables to 
consider when investigating qualifying decisions. 
It is interesting to note, however, that the relative 
importance of both variables was not constant for the two 
intention measures. That is, the normative component had 
the greater ability to predict general intent, while the at¬ 
titude toward qualifying was more closely associated with the 
number of qualified and disclaimed opinions rendered. A pos¬ 
sible explanation for this phenomenon raises an interesting 
observation. Since the qualifying of problem firms' opinions 
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is presently taken to be common practice, most all auditors 
would state that, generally speaking, they would issue going 
concern qualifications. In fact, some stated that this was 
firm policy. The data strongly supports this view, for the 
belief that other partners think the auditor should or should 
not qualify, a component of the subjective norm, correlated 
.86 with their general intent. It would appear, therefore, 
that most auditors will qualify from time to time given the 
situation to be sufficiently deteriorated. This was re¬ 
flected in the fact that all but one auditor qualified at 
least once for the sample firms. When making qualification 
decisions for a number of cases, however, judgment differ¬ 
ences may arise, for the severity of the problems differ. 
Given the general ambiguity surrounding the conditions under 
which a qualification should be issued, when problems are 
less severe, or the auditors are less certain in their con¬ 
tinuity decisions, some may have a greater propensity to¬ 
ward qualifying while others may not. This situation per¬ 
mits the auditors' qualifying attitudes to affect final de¬ 
cisions. Support for this contention can be found in the 
fact that the attitude toward qualifying, not the subjective 
norm, was the more important factor in explaining the number 
of qualifications and disclaimers rendered. 
Given that the auditors' qualifying attitudes have 
a certain impact on their decisions, a search for the 
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underlying causes of those attitudes was made. This was at¬ 
tempted from an expectancy/valence approach. That is, au¬ 
ditors' beliefs that selected outcomes would occur from 
qualifying and their evaluations of those outcomes were 
examined. Although the correlations between the semantic 
differential and expectancy/valence attitudinal measures 
were significant, they were generally quite low. This would 
seem to indicate that a number of the outcomes examined were 
not necessarily related to the underlying attitudes. Given 
this to be the case, many low and insignificant relations 
were found between qualifying intent and the expectancy/ 
valence attitude measures. As a consequence, it is diffi¬ 
cult to pinpoint the basic factors which affect auditors' 
qualifying decisions from the data generated in this study. 
As stated in chapter IV, slight differences did exist between 
the beliefs and evaluations of those auditors qualifying 
least and those qualifying most, but the majority of these 
were not significant. It would appear, therefore, that an 
examination of other sets of outcomes is warranted before 
strong conclusions can be drawn pertaining to the causes of 
differing qualifying behavior. 
The belief and evaluative data gathered in this study, 
however, does gauge the auditors' reactions to a number 
of issues pertaining to the going concern area. For ex¬ 
ample, twenty-two out of twenty-six auditors thought it was 
probable they would lose the client if they qualified the 
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opinion of a nonproblem firm. The belief that the client 
would initiate a lawsuit, however, was not as great. Not 
surprisingly, all but two believed that relations with the 
client would deteriorate. Twenty-two partners thought that 
not qualifying a problem firm's statements would probably 
cause a lawsuit by the client's creditors and investors 
against the accountant, but the majority of these believed 
it to be only slightly probable. 
Many auditors tended to believe that it's at least 
slightly probable that qualifying will either cause or con¬ 
tribute to going concern problems. In fact, sixteen indi¬ 
cated the likelihood of qualifications causing problems for 
nonproblem firms, while thirteen thought that it would con¬ 
tribute to the difficulty experienced by problem concerns. 
This finding reflects the recent comments of the Commission 
on Auditors' Responsibilities (1978) when they state: 
. . . the auditors' qualification tends to be a self- 
fulfilling prophecy: The auditors' expression of un¬ 
certainty about the company's ability to continue may 
make the company's inability a certainty (p. 30). 
Agreement with this view was by no means universal, 
however, for eight auditors thought that it was neither prob¬ 
able nor improbable that problems would be contributed while 
five thought it to be improbable. Comparisons of these per¬ 
ceptions with actual case histories would provide extremely 
interesting information which could either reinforce or 
change the auditors' outlooks. 
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As stated in chapter I, an examination of the audit 
opinion of firms entering bankruptcy proceedings has shown 
that there is not a one to one relation between the exis¬ 
tence of problems and the mention of those problems in the 
opinion. An investigation of this phenomenon requires an 
analysis of both continuity and qualification decisions. 
The results of this study seem to indicate that the imper¬ 
fect association between problems and the issuance of a 
qualified or disclaimed opinion is due partly to the au¬ 
ditors' inability to uncover the difficulty in every case, 
and partly to their resistance toward qualifying every time 
they tend to believe a firm has problems. 
As shown, auditors did not recognize problems in the 
sample firms 100% of the time. Of course, this finding can¬ 
not necessarily be extrapolated to "real world" judgment si¬ 
tuations where many different types of data are available, 
for the decisions were based only upon ratio information. 
However, when asked what their accuracy would have been if 
all the relevant data was available, although the average 
was quite high, the auditors still believed that problems 
would not be recognized 100% of the time. Research also in¬ 
dicates that subjects tend to overestimate perceived accu¬ 
racy as the amount of information available increases 
(Oskamp, 1965) . 
It has been stated that a substantial amount of ambi¬ 
guity and uncertainty surrounds the going concern issue. 
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The data from the first questionnaire revealed that there 
were a number of differences between auditors when judging 
the conditions which would make one believe a firm had prob¬ 
lems. Of those auditors responding to the second question¬ 
naire, only ten stated that their firm had a policy that 
specified the kinds of data useful in making going concern 
decisions, and the explanations of this data were quite 
vague. Only fifteen maintained that their firm even had a 
policy in this area. Of those, the policy descriptions were 
similar to "qualify if there's sufficient reason," sufficient 
reason being left up to the partner. Agreement is certainly 
not universal. 
This ambiguity appears to have led to considerable lee¬ 
way in the judgment process. An analysis of the auditors' 
continuity and qualification decisions for the sample firms 
reveals that a qualification or disclaimer was not rendered 
an average of 23.3% of the time that problems were indicated. 
In fact, only seven auditors qualified in every instance. 
Some qualified for most of the cases where problems were in¬ 
dicated (e.g., 95%, 92%, and 89% of the time), while others 
only qualified 27%, 43%, and 46% of the time. It is inter¬ 
esting to note that when measured via semantic differential 
scales, all but two auditors had a greater negative reaction 
toward qualifying when a firm doesn't have problems as op¬ 
posed to not qualifying when a firm does. Also, those au¬ 
ditors that qualified most had a more positive attitude 
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toward qualifying than those qualifying less (p=.012), and 
the attitude was significantly correlated with the number of 
qualifications and disclaimers rendered. 
As stated, the data seems to indicate that although 
almost all the auditors would qualify at one time or another 
for sufficiently deteriorated cases, differences arise when 
the problems are not as severe, and the judgment is less 
certain. The issue's ambiguous nature appears to permit the 
influence of various factors on final qualification deci¬ 
sions, such as the auditors' attitudes toward issuing going 
concern qualifications. As a consequence, instances may 
arise when a qualification would not be given, even though 
the auditor believes problems are evident to a certain ex¬ 
tent . 
Limitations 
As with many studies of this type, the major limita¬ 
tions usually rest with the generalizability of the results. 
Questions concerning the realism of the response instrument 
always raise doubts about the correspondence between the si¬ 
tuation created and "real world" circumstances. For example, 
continuity and qualification decisions were elicited in an 
artificially contrived context. This is probably not as 
strong a limitation for analyzing the auditors' continuity 
decisions, for the purpose of this section was to investi¬ 
gate decision accuracy and various related issues when 
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judgments are based only upon financial statement cues in 
the form of ratios. This was attempted because the predic¬ 
tive ability of statement data has been substantiated from 
an impersonal approach, with little attention being directed 
at users’ predictions. Whether user groups would recognize 
its importance remained to be tested. Differences between 
experimental and actual decisions due to the possibility of 
other data being available is therefore reduced. However, 
the study was described as an investigation into the useful¬ 
ness of financial statement data in predicting going concern 
problems, and the auditors were asked to make a number of 
continuity decisions in a relatively short period of time. 
Although they were told that there were not necessarily an 
equal number of firms in each category, they were sensitized 
toward looking for problems. Given that they are not nor¬ 
mally keyed on this decision, final judgments could have 
been altered. 
The auditors' qualification decisions were obviously 
based upon a limited data set, especially for making the fine 
distinction between issuing a qualified vs. a disclaimed 
opinion. Extrapolation to actual settings must therefore 
be questioned. It is interesting to note, however, that not 
one of the twenty-seven partners conveyed a strong negative 
reaction on the appropriateness of the decision given the 
limited data, a reaction this researcher originally ex¬ 
pected. In fact, most of the auditors did distinguish 
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between qualifications and disclaimers given the situation, 
and as shown, the ratio of these two opinions closely approx¬ 
imates that found in a review of actual opinions. 
The presence of the continuity and qualification de¬ 
cisions "back to back" may have also artificially affected 
qualification judgments. Given that most auditors thought 
qualifying was common practice and many indicated a firm 
policy to qualify, it's likely that they would be more in¬ 
clined to make their qualification decisions correspond with 
their continuity judgments. If this is the case, however, 
the imperfect association between the two decisions found 
in this study would actually be understated, lending further 
support for the conclusions derived. All of the above com¬ 
ments indicate that the results of the study must be tempered 
by the realization that the artificially created situation 
may affect the generality of the conclusions. 
An additional factor affecting the study's generaliza- 
bility is the characteristics of the sample. Although the 
subjects were randomly selected and were actually in a posi¬ 
tion to make going concern decisions, the sample was re¬ 
stricted to partners from national CPA firms in Massachusetts 
and Connecticut. The sample sizes for the two questionnaires 
were also relatively small. A 27% usable response rate was 
obtained for the first questionnaire, and some data was miss¬ 
ing on those returned. Whether the responses reflect part¬ 
ners in general must therefore be questioned. This may have 
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resulted in the nonsalience of the belief statements for 
the second sample of auditors. The usable response was a 
substantial 54% for the second questionnaire. This, how¬ 
ever, represented only twenty-seven partners. 
A further qualification must be made for the results 
may be situation specific to a certain extent. This is of 
particular concern with respect to the firm sample, data 
set, and the criterion variable. For example, auditor ac¬ 
curacy was judged based upon a sample of sizable manufacur- 
ing concerns and carefully selected statement cues. Whether 
similar accuracy rates can be achieved for varying types of 
firms and different cues is not known. Also, linear pre¬ 
dictability and bootstrapping were examined with a problem- 
nonproblem environmental event. Whether these phenomena 
are applicable to other accounting decisions remains to be 
seen. The generality of these findings must be examined 
in light of future research. 
Suggestions for Future Research 
Any study that investigates a number of issues and re¬ 
lationships such as the one conducted here points up many 
avenues for future research. A few interesting areas are 
suggested below. 
Given that one of the objectives of this research 
was to analyze the usefulness of financial statement data 
to auditors when making going concern decisions, much of the 
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information they normally use was not considered. As a con¬ 
sequence, an investigation into their actual processes was 
not attempted. It may be beneficial to attempt a more de¬ 
scriptive analysis of their decisions. For example, an in¬ 
dication of the relative importance they place on certain 
cues as well as the extent of configural cue usage can be 
obtained via the ANOVA approach to modeling. In this case, 
a number of hypothetical firms can be constructed, each 
being defined by much of the data auditors say they use. 
This could be an extremely relevant approach, for the data 
set may encompass both objective and subjective data. An 
examination of decision accuracy will not be achievable, for 
criterion information is nonexistent. However, direct and 
interaction effects could indicate the impact certain data 
has on final judgments. Other research can then analyze 
the environmental usefulness of this data in distinguishing 
problem from nonproblem firms in actual situations and com¬ 
parisons with the auditors' usage can be made. If discre¬ 
pancies arise, auditors could be informed, which could result 
in a revision of weighting schemes and increased judgment 
accuracy. 
As indicated in chapter IV, relatively low associations 
were found between semantic differential and expectancy/ 
valence attitude measurements. Previous research in this 
area would seem to indicate that this occurred because many 
of the outcomes considered were nonsalient, and probably 
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unrelated to the underlying attitude. This suggests a search 
for relevant outcomes that have a bearing on auditors' 
qualifying intents and behaviors. Other research could in¬ 
vestigate whether the auditors' perceptions reflect the ac¬ 
tual situation. If not, a change in beliefs could be at¬ 
tempted, which may result in decisions based upon data that 
more accurately reflects reality. 
A major area for future research concerns the general- 
izability of the results obtained. Many of these were pre¬ 
viously mentioned. For example, auditor decision accuracy 
given relevant statement cues was investigated using a re¬ 
stricted firm sample. Whether the auditors' processes can 
account for, and thereby achieve substantial accuracy for/ 
varying types of firms remains to be tested. It may also 
be the case that the usefulness of financial statement data 
can be increased if other cues derived from those statements 
are used. The results of this study were based upon the re¬ 
sponses of audit partners from national CPA firms. Compa¬ 
risons of their continuity and qualification decisions and 
attitudes with those partners in small and middle size 
firms might produce interesting results concerning their 
respective abilities to recognize problems and their propen¬ 
sities toward qualifying. 
This study lends further support for the conclusions 
that can be derived from demonstrating the applicability of 
linear models and the low confidence-accuracy association in 
204 
accounting contexts. This in no way means that the relations 
hold for every accounting decision. The psychological li¬ 
terature is replete with testing and retesting isolated 
phenomena in a variety of research settings. Unfortunately, 
this practice is not as common in accounting. More work 
needs to be done in these areas before broad conclusions 
can be maintained with confidence. 
It was found that the auditors' models did not per¬ 
form significantly better than the auditors themselves in 
predicting the criterion variable. This finding appears to 
indicate that the bootstrapping phenomenon may not exist 
for certain accounting decisions. A search for the factors 
that affect its occurrence must therefore be made. For ex¬ 
ample, certain characteristics of decision makers (e.g., 
naive or sophisticated), or the judgment task itself (e.g., 
well structured or ambiguous) may provide conditions that 
are conducive to man's or model's superiority. 
Finally, it is hoped that research such as this study 
would promote additional efforts to bind the two disciplines 
of accounting and psychology. Many of the supported psycho¬ 
logical findings can have relevance for innumerable account¬ 
ing investigations, while the results obtained in accounting 
contexts could affect the development and evaluation of pro¬ 
posed frameworks for understanding behavior. Our knowledge 
of both areas could certainly be enhanced through an in¬ 
crease in these interdisciplinary efforts. 
APPENDIX A 
First Questionnaire and Accompanying Letters 
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i ERST. MASSACHUSETTS 01003 
UNIVERSITY OF MASSACHUSETTS 
AMHERST • BOSTON • WORCESTER 
May 25, 1977 
Dear Sir: 
I am conducting a research project investigating auditors' 
evaluations of client firms as going concerns. This research 
is being funded by a dissertation grant from the AICPA. The 
first step of my investigation requires that I obtain infor¬ 
mation on key topics, such as an operational definition of 
going concern problems, data used by auditors to judge whe¬ 
ther a firm has going concern problems or not, possible out¬ 
comes of issuing a qualified opinion for going concern 
reasons, etc. This is why I am writing to you. 
Enclosed you will find a short four page questionnaire which 
should be interesting to fill out. I would greatly appre¬ 
ciate if you would take a few minutes to complete the ques¬ 
tionnaire and return it in the envelope provided, preferably 
within one week. Please do not discuss your answers with 
others, for it is imperative that all responses be made inde¬ 
pendently. The anonymity of all respondents will be main¬ 
tained. The number listed on the questionnaire is there so 
that I may send a second request for your reply if necessary. 
I will be sending a copy of the results of this research to 
each office which participates in the study. 
The results of this project could significantly aid auditors 
in future going concern decisions. The validity of the re¬ 
sults, however, lie in the assistance you can provide by 
filling out the questionnaire. I would appreciate your 
generous help in this matter. 
Very truly yours. 
Thomas Kida 
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DEPARTMENT OF ACCOUNTING 
SCHOOL OF BUSINESS ADMINISTRATION 
AMHERST. MASSACHUSETTS 01003 
June 15, 1977 
Dear Sir: 
I have recently asked for your help in a research project I 
am conducting which pertains to evaluating firms as going 
concerns. The importance of this project has been recog¬ 
nized by the AICPA, for they have provided the dissertation 
grant needed to carry out this research. 
Unfortunately, I have yet to receive the questionnaire sent 
to you a few weeks ago. This is why I am writing once 
again. 
The assistance you can provide is essential to the success¬ 
ful completion of this project. Would you please give me a 
few minutes of your time by filling out the enclosed ques¬ 
tionnaire? It's very short and should be interesting to 
complete. 
I believe the information obtained will significantly add 
to our knowledge in this area as well as aid auditors in fu¬ 
ture going concern decisions. 
I thank you for your time and anxiously await your reply. 
Very truly yours 
Thomas Kida 
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The following questions pertain to evaluating whether a company has going concern 
problems or not. The term "going concern problems" is used here to refer to firms 
in which the going concern assumption is violated or must be seriously brought 
into question. The validity of the going concern assumption for a firm may be 
called into question for a number of reasons. Any one of these reasons implicitly 
requires assessing the likelihood that the specific event will occur. Given this 
to be the case, you are asked to respond to 10 events presented below. Each event 
should be considered independent of the others. The questions are attempting to 
ascertain whether you would consider a firm to have going concern problems today 
if the event is likely to happen to that firm in the near future. 
For each of the following 10 events: 
1. Circle (yes or no) whether you would consider a firm to having going concern 
problems: (a) if the stated event is likely to occur within 1 year; and 
(b) if the stated event wouldn't occur within one year but is likely to occur 
2 or 3 years from now. You should circle either yes or no for both time 
periods. 
2. If you circled yes to either or both time periods for a given event, fill in 
the probability (either 10%, 20%, 30%, 40%, 50%, 60%, 70%, 80%, 90% or 100%) 
which best indicates how likely the event must be before you would consider 
the firm to having going concern problems. A probability assessment is not 
needed for a no response. 
For example: 
Event //I 
Event #2 
Within 1 year 
(Yes' No 60% 
<$es) No 70% 
2 to 3 years 
from now 
(Yes^) No 80% 
Yes (No")_% 
The responses for event //I indicates that you would consider a firm to have going 
concern problems if you thought that there was a 60% chance that the event would 
occur within 1 year. If the event wouldn't occur within 1 year, but is likely to 
occur 2 to 3 years from now, you would also consider the firm to have problems, 
but you would have to be 80% sure. The responses for event #2 indicate you believe 
the firm has problems if there's a 70% chance of the event occurring within 1 year, 
but you would not consider the firm to have problems today if the event is likely 
to occur 2 to 3 years from now. 
A firm has going concern problems if it likely that the firm: 
2 to 3 years 
Within 1 vear from now 
will enter receivership. Yes No _% Yes No _ 
<v 
/o 
will enter a reorganization where the cre¬ 
ditors either reduce their claims or 
become stockholders Yes No _% Yes No _ _% 
will dispose or discontinue a major product 
under adverse conditions (e.g. due to 
losses). If yes, what percent of sales 
would the product have to comprise before 
you would consider the firm to have going 
concern problems _%? Yes No _% Yes No -% 
will be unable to meet interest payments 
on debt. Yes No _% Yes No _% 
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A firm has going concern problems if it is likely that the firm: 
Within 1 year 
will have substantial losses next year given 
that it has just experienced successive 
years of losses. If yes, how many years of 
successive losses in the past would have had 
to occur before you would consider the firm 
to have going concern problems? _ years Yes No % 
will have its bond rating downgraded to a 
noninvestment grade by Moody’s and Standard 
& Poors. If yes, which rating would it 
have to be assigned before you would con¬ 
sider the firm to have going concern prob- 
iems? _ Yes No  % 
will liquidate its assets and distribute 
the proceeds between creditors and possibly 
stockholders. Yes No % 
will have its Dun & Bradstreet credit 
rating lowered. If yes, which credit 
rating would have to be lowered to before 
you would consider the firm to have going 
concern problems? _ Yes No  % 
will have a significant deficit in re¬ 
tained earnings next year given that it 
has just had successive years of deficits. 
If yes, how many years of successive defi¬ 
cits would have had to occur before you 
would consider the firm to having going 
concern problems? _ years Yes No _% 
will have a large bank loan downgraded to 
classification status by federal or state 
bank examiners. If yes, which classifica¬ 
tion would it have to receive before you 
•fc uld consider the firm to having going 
concern problems? _ Yes No _% 
2 to 3 years 
from now 
Yes No % 
Yes No % 
Yes No % 
Yes No % 
Yes No 
Yes No Z 
List any other events which, if they occurred within 1 year or 2 to 3 years from 
now, would cause you to consider the firm to have going concern problems. Also, 
state how probable the event would have to be for each time period. 
I 
What specific kinds of information do you use to decide whether a firm has going 
concern problems? Try to list the relevant data used in most going concern deci¬ 
sions. (Please be specific. For example, if ratios are used, which ratios in 
particular do you rely on?) After each piece of information listed, place the 
letter which most closely approximates the degree of importance you attach to that 
piece of data. .. 
A - Very important 
B - Somewhat important 
C - Not very important 
For the following questions, a firm is considered to have going concern problems if 
it meets one or more of the conditions as defined by you. Qualifying an opinion per¬ 
tains to rendering either a qualified, disclaimed, or adverse opinion for going 
concern reasons. 
What are the possible advantages and disadvantages of your accounting firm rendering 
a qualified opinion for going concern reasons to a firm which ultimately proves not 
to have going concern problems? 
Advantages Disadvantages 
What are the possible advantages and disadvantages of your accounting firm not render¬ 
ing a qualified opinion for going concern reasons to a firm that ultimately proves to 
have going concern problems? 
Advantages Disadvantages 
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What are the possible advantages and disadvantages of your accounting firm render¬ 
ing a qualified opinion for going concern reasons to a firm that ultimately proves 
to have going concern problems? 
Advantages Disadvantages 
i 
— 
What are the possible advantages and disadvantages of your accounting firm not ren¬ 
dering a qualified opinion for going concern reasons to a firm that ultimately 
proves not to have going concern problems? 
Advantages Disadvantages 
j. 
i 
i 
Please check the groups whose opinion or positions on going concern qualifications 
you, as a representative of your firm, considered in deciding to qualify an audit 
opinion for going concern reasons. 
yes no 
yes no 
yes no 
yes no 
yes no 
SEC 
AICPA 
FASB 
other accounting firms 
other organizations. Please specify 
Are you occasionally called upon to evaluate whether an audit opinion should be 
qualified for going concern reasons? _ yes _ no 
If yes, do you ultimately decide whether the opinion should be qualified? 
_ yes _ no 
If not, how is the decision arrived at? 
What do you believe is the function or purpose of qualifying an audit opinion for 
going concern reasons? 
Were the instructions in this questionnaire clear? _ yes 
About how long did it take you to complete this questionnaire? 
S/7783/atk 
no 
minutes 
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APPENDIX B 
Problem and Nonproblem Firms Included in the Analysis 
Problem Firms 
Astra Corp. 
Computer Image Corp. 
Foamat Foods Corp. 
Infotronics Corp. 
NCC Industries 
Superior Manufacturing Corp. 
Bevis Industries 
Cabana Coach Corp. 
Albee Homes 
American Girl Fashions Inc. 
Bitex Corp. 
Brooks Industries 
Data Link Corp. 
Hers Apparel Industries Inc. 
Pavelle Corp. 
Commodore Corp. 
Ace Industries 
Detecto Scales Inc. 
Jaymee Industries 
Real Eight 
Nonproblem Firms 
Communications Industries 
Inc. 
North Atlantic Industries 
Doughties Foods 
Narda Microwave 
Columbus Mills 
Daniel Woodhead 
Meyercord Co. 
Travel Equipment Corp. 
Textone Inc. 
Wellco Ent. 
Durham Hosiery Mills 
Noel Industries 
Trio Inc. 
Boss Manufacturing Co. 
Electronite Co. 
Plygem Industries 
Vernon Co. 
Scope Inc. 
Southern Weaving 
Eico Electronic Instrument Co. 
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APPENDIX C 
Data Obtained from Moody's and 10K Reports 
Used in the Ratio Calculations 
Net Income 
Total Assets 
Net Sales 
Inventory 
Total Debt1 
Receivables 
Current Assets 
Current Liabilities 
Cash 
• . 2 
Working Capital 
Net Worth3 
Long Term Debt 
Earnings Before Taxes Plus 
Depreciation^ 
Cash Flow5 
Earnings Before Interest 
and Taxes^ 
Quick Assets’? 
Retained Earnings 
Interest 
■^Current Liabilities Plus Long Term Debt 
2 .... 
Current Assets Minus Current Liabilities 
3Capital Stock Plus Paid in Capital Plus Retained Earnings 
Minus Treasury Stock Minus Intangible Assets 
4 
Net Income Plus Taxes Plus Depreciation 
5Net Income Plus Depreciation and Amortization Plus Increase 
in Deferred Taxes 
^Net Income Plus Taxes Plus Interest 
^Cash Plus Marketable Securities Plus Receivables 
APPENDIX D 
Matrix of Ratio Intercorrelations 
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APPENDIX E 
Varimax Rotated Factor Matrix 
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APPENDIX F 
Second Questionnaire and Accompanying Letters 
UNIVERSITY OF MASSACHUSETTS 
AMHERST • BOSTON • WORCESTER 
0 
(X 
ft 
1 863 * 
DEPARTMENT OF ACCOUNTING 
SCHOOL OF BUSINESS ADMINISTRATION 
AMHERST. MASSACHUSETTS 01003 
February 17, 1978 
Dear Sir: 
Enclosed you will find the questionnaire pertaining to the 
research study we discussed over the phone. I greatly ap¬ 
preciate your offer to assist in this project by taking 
the time to fill out the questionnaire. 
As I mentioned, the study investigates certain aspects of 
the going concern issue. Specifically, key topics of in¬ 
terest are the usefulness of financial statement data in 
predicting going concern problems, and audit partners' at¬ 
titudes toward issuing qualified or disclaimed opinions for 
going concern reasons. 
The importance of this project has been recognized by the 
AICPA, for they have provided the grant needed to carry 
out this research. 
The validity of the study depends upon the assistance you 
are providing. Although the questionnaire may appear to be 
rather lengthy, the statements are worded so that your re¬ 
sponses could be made quickly. Would you please return the 
questionnaire in the enclosed envelope, preferably within 
one week. I will send you a copy of the results of this 
study. 
I thank you for your cooperation and anxiously await your 
response. 
Sincerely 
Thomas Kida 
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J 863 
UNIVERSITY OF MASSACHUSETTS 
AMHERST • BOSTON • WORCESTER 
DEPARTMENT OF ACCOUNTING 
|SCHOOL OF BUSINESS ADMINISTRATION 
!AMHERST. MASSACHUSETTS 01003 
March 11, 1978 
Dear Sir: 
I would once again like to thank you for agreeing to parti¬ 
cipate in the research study we discussed over the phone. 
I realize that demands on your time are heavy, and therefore 
I greatly appreciate your offer to assist in this project. 
The questionnaire pertaining to the study was sent to you a 
few weeks ago. The project's completion would be greatly 
facilitated if you could complete the questionnaire as soon 
as possible. 
As I stated, the importance of this project has been recog¬ 
nized by the AICPA, for they have provided the grant needed 
to carry out this research. The assistance you are provid¬ 
ing is essential to the study’s validity. 
I thank you for your cooperation, and anxiously await your 
response. 
Sincerely, 
Thomas Kida 
UNIVERSITY OF MASSACHUSETTS 
AMHERST • BOSTON • WORCESTER 
1 8 63 
JEPARTMENT OF ACCOUNTING 
iCHOOL OF BUSINESS ADMINISTRATION 
kMHERST. MASSACHUSETTS 01003 
April 10, 1978 
Dear Sir: 
I am writing with respect to the research study pertaining 
to the going concern issue we discussed over the phone a 
couple of months ago. At that time you stated that you 
would participate in the study by filling out a key ques- 
tionnare. Unfortunately, I have yet to receive your re¬ 
sponse . 
I cannot overemphasize the need for your help in this pro¬ 
ject. If at all possible, would you please give me a bit of 
your time and complete the questionnaire. As I stated, the 
AICPA has recognized the study's importance, for they have 
provided the grant needed to conduct the research. 
If you have any questions, or need another copy of the 
questionnaire, please call me at (413)253-5979 or 
(413)549-4930, extension 256. If, for some reason, you will 
be unable to respond, would you please inform me. 
I realize that it's difficult to consider other matters at 
this time of the year, for I'm fighting to meet a time bud¬ 
get myself. 
Your assistance is greatly needed for the successful comple¬ 
tion of the project. I thank you for your time and anxious¬ 
ly await your response. 
Sincerely, 
Thomas Kida 
Predicting Going Concern Problems From 
Financial Statement Data: A Research Study 
Thomas Kida 
Department of Accounting 
School of Business Administration- 
University of Massachusetts 
Amherst, Massachusetts 01003 
Predicting Going Concern Problems From 
Financial Statement Data: A Research Study 
This study is designed to investigate two major topics: 
1) the usefulness of financial statement data in determining whether 
a firm has going concern problems, and 2) audit partners' attitudes 
toward issuing qualified arri disclaimed opinions for going concern 
reasons. 
The first part of this questionnaire examines the usefulness 
issue. You will be asked to make continuity decisions for a sample 
of actual firms. The statistical methods employed require that these 
judgments be made for a number of cases. To evaluate whether statement 
data can provide useful information in making going concern decisions, 
it was necessary to condense a firm’s statement information. 
Accounting ratios were selected as the information set to fulfill 
this goal. Ratios were chosen because of their ability to represent 
the many different financial characteristics of a firm, such as 
profitability, leverage, liquidity, etc. Prior research also indicates 
that ratio data can provide valuable input for a variety of accounting 
decisions. 
The second section of the questionnaire elicits responses for 
an attitude model tested in this study. Given that many of the 
aspects surrounding the continuity issue are, by nature, somewhat 
uncertain, various attitudes associated with qualifying or not 
qualifying an audit opinion for going concern reasons will be 
investigated. 
Please do not discuss the questionnaire with others, for it is 
imperative that all responses be made independently. The anonymity 
of all respondents will be maintained. The number listed on the 
questionnaire is there so that I may send a second request for your 
reply, if necessary. Once again, I thank you for your time and 
cooperation. 
Following these instructions you will find information concerning 
40 firms. The information consists of 5 accounting ratios calculated 
for each of the companies. These are actual firms, and the accounting 
information is based upon their audited financial statements. They are 
all sizeable manufacturing concerns. 
Some of these firms have going concern problems (as defined below) 
while others do not. There are not necessarily an equal number of 
firms in each category. 
For each company you are asked to respond to two statements. 
Your evaluation of every firm on both scales is imperative. 
The first is as follows: 
I believe this firm 
Does I I I I I I I Does not 
have going concern problems. 
You are asked to place an "X" in the space which best approximates 
your degree of confidence concerning your belief that the firm 
does or does not have going concern problems. Place your check-mark 
in the middle of the space, not the boundaries. 
That is: I I X I I I % I 
This Not this 
It has often been noted that decisions relating to the going 
concern issue are, by nature, surrounded by uncertainty. This 
situation has included debates over the type of audit opinion 
which should be issued. Although the information given for each firm 
does not encompass all the data typically considered, the second 
statement asks that a decision concerning the audit opinion be 
made. That is: 
Given my belief about this 
firm's going concern status, I 
would most likely issue a(n) 
I_I_I_I 
Unqualified Qualified Disclaimed 
audit opinion to this firm. 
If a "clean" opinion would most likely be issued, place an "X" above 
unqualified, while an "X" above qualified or disclaimed should be 
made if either of these opinions would most likely be issued due to 
going concern reasons. Only one "X" should be placed on each scale. 
In making vour decisions, the following definition should 
be adhered to: 
A firm is considered to have going concern problems if it 
is likely that one or more of the following events will 
occur to that firm within one year: 
A) enter receivership 
B) enter reorganization proceedings 
C) inability to meet interest payments 
D) experience its third consecutive year of substantial losses 
E) liquidate its assets 
F) experience its third consecutive year of significant deficits 
Two firms are presented on each page, and are orinted on both 
sides of the paper. Once again, the importance of evaluating all 
40' firms on both scales cannot be overemphasized. 
(Mote: net worth, in the ratio net worth/total debt refersto tangible 
net worth* That is, stockholders’ equity minus intangible assets,) 
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Please briefly describe how you arrived at deciding whether the firms 
had going concern problems or not. 
Please allocate 100 points to the ratios so as to indicate the relative 
impact each variable had on your decision. The ratios which you considered 
to be more important should be assigned more points than those less 
important. 
Ratio Points 
Net Income/Total Assets ---------- 
Net Worth/Total Debt ----------- 
Quick Assets/Current Liabilities ----- 
Sales/Total Assets ------------ 
Cash/Total Assets ------------- 
100 
Do you generally agree with the definition of going concern problems 
cited earlier? Yes _No 
If not, how would you change the definition? 
Given the definition of going concern oroblems used in this study, 
estimate the number of correct class ifications you made in deciding 
whether a firm had problems or not. _ out or 40. 
Was the information given sufficient to judge whether the rirms nad 
going concern problems? _Yes _No 
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If there is any other information you would have liked to use in making 
your judgments please list it below. 
Given that other requested information was made available to you, 
estimate how many correct classifications you could have made in 
deciding whether a firm had problems. _ out of 40. 
Please rate this task of evaluating going concern problems in this 
questionnaire on the following scale. 
Dull IIIIIIII Interesting 
A decision to issue a qualified opinion for going concern reasons 
is by nature steeped in uncertainty, for the future of the firm cannot 
be determined for sure. The following questions pertain to either 
issuing or not issuing a going concern qualification to firms that may 
or may not exhibit going concern problems. Although some of the state¬ 
ments may appear similar to others, there are differences, and your 
responses are needed on every scale in order to fully capture the 
variables under study. In responding to the statements, the definition 
of going concern problems cited earlier should be adhered to. That is: 
A firm is considered to have going concern problems if it is 
likely that one or more of the following events will occur to 
that firm within one year: 
A) enter receivership 
B) enter reorganization proceedings 
C) inability to meet interest payments 
D) experience its third consecutive year of substantial losses 
E) liquidate its assets 
F) experience its third consecutive year of significant deficits 
Also, for the sake of brevity, qualifying an audit opinion refers to 
either qualifying or disclaiming, whichever you consider appropriate. 
When mentioned, the term ’’client" refers to a firm considered by you 
to be a significant client. 
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Please respond to each of the following statements by placing an MX" 
in the space which most accurately reflects your feeling about the 
statement. The following illustration should be used as a guideline 
to your responses: 
Bad I_I_I_I_I_I_I_I Good 
extremely quite slightly neither slightly quite extremely 
or both 
For example, an "X" in the extreme left space indicates you feel the 
action is extremely bad; if placed in the extreme right space, you feel 
it's extremely good; second from the right, quite good; second from the 
left, quite bad; etc. An MX" should be placed on each of the four scales 
(foolish-wise; bad-good; harmful-beneficial; punishing-rewarding) 
associated with every statement. 
Generally speaking, for me to issue a qualified opinion for going 
concern reasons is: 
Foolish I I I I I I I I Wise 
Bad I I I I I I I I Good 
Harmful I I I I I I I I Beneficial 
Punishing I I I I I I I I Rewarding 
Generally speaking, 
qualified for going 
for me to issue 
concern reasons) 
an 
is 
unqual if ied opinion (ie. 
Foolish I I I I I I I I Wise 
Bad I I I I I I I I Good 
Harmful I I I I I I I I Beneficial 
Punishing I I I I I I I I Rewarding 
Consider a client that do es not have • go ing concern problems. If 
issue a going concern qualificati) n 
would be: 
to that f irm, your action 
Foolish I I I I I I I I Wise 
Bad I I I I I I I I Good 
Harmful I I I I I I I I Beneficial 
Punishing I I I I I I I I Rewarding 
230 
Consider a client that has going concern problems. If you issue an 
unqualified opinion (ie. not qualified for going concern reasons) to 
that firm, your action would be: 
Foolish IIIIIIII Wise 
Bad IIIIIIII Goo’d 
Harmful I_I_I_I_I_I_I_I Beneficial 
Punishing I_I_I_I_I_I_I_I Rewarding 
Consider a client that has going concern problems. If you issue a 
going concern qualification to that firm, your action would be: 
Foolish IIIIIIII Wise 
Bad I I I I I I I I Good 
Harmful I I I I I I I I Beneficial 
Punishing I I I I I I I I Rewarding 
Consider a client that does not have going concern problems. If you 
issue an unqualified opinion (ie. not qualified for going concern 
reasons) to that firm, your action would be: 
Foolish IIIIIIII Wise 
Bad IIIIIIII Good 
Harmful IIIIIIII Beneficial 
Punishing I_I_I_I_I_I_I_1 Rewarding 
Please respond to each of the following statements (beginning on the 
next page) by placing an "XM in the space which most accurately reflects 
your belief that the stated outcome will occur. The following scale 
should be used as a guideline to your responses: 
Improbable I_I_I_I_1_I_L_=. 
extremely quite slightly neither slightly quite extremely 
or both 
Consider a client that does not have going concern problems. If you 
issue a going concern qualification to that firm, your action: 
1) would result in losing the firm as a client 
Improbable I_I_I_I_I_I_I_I Probable 
2) would result in a lawsuit by the client against your 
accounting firm 
Improbable I_I_I_I_I_I_I_I Probable 
3) would negatively affect your accounting firm's reputation 
in the business community 
Improbable I_I_I_I_I_I_I_I Probable 
4) would result in deteriorated relations with the client 
Improbable I_I_I_I_I_I_I_I Probable 
5) would, in fact, cause the client to eventually have going 
concern problems by impairing its ability to obtain adequate 
financing, straining relations with customers, suppliers, etc. 
Improbable I_I_I_I_I_I_I_I Probable 
Consider a client which has going concern problems. If you issue an 
unqualified opinion (ie. not qualified for going concern reasons) to 
that firm, your action: 
1) would cause a lawsuit by the client's creditors and 
investors against your accounting firm 
Improbable III I I I I I Probable 
2) would provide grounds for alleging auditing negligence 
Imorobable III I I I I I Probable 
3) would negatively affect your accounting firm 's reputation 
in the business community 
Improbable III I I I I I Probable 
4) would result in your not fulfilling an accountant's 
responsibility to the public 
Improbable III I I I I I Probable 
5) would allow the client t more time to work out its problems 
Improbable III I I I i. I Probable 
Consider a client that has going concern problems. If your issue a 
going concern qualification to that firm, your action: 
1) would alert creditors and investors to a major uncertainty 
regarding the client's business and thereby increase the 
credibility of the audit report in the public's eye 
Improbable _I_I_I_I_I_I_I_I Probable 
2) would result in the issuing of the appropriate opinion 
Improbable I I I I I I I I Probable 
3) would fulfill your accounting firm 's responsibility to 
the public 
Improbable I I I I I I I I Probable 
4) would, in fact, contribute to that client's problems 
Improbable I I I I I I I I Probable 
5) would result in deteriorated relations with the client 
Improbable I I I I I I I I Probable 
Consider a client that does not have going concern problems. If you 
issue an unqualified opinion (ie. not qualified for going concern 
reasons) to that firm, your action: 
1) would avoid unfavorable publicity to your accounting firm 
that could occur if the opinion was qualified 
Improbable I I I I I I I I Probable 
2) would increase the credibility of the audit report in the 
eyes of the public 
Improbable I I I I I I I I Probable 
3) would avoid deteriorated relations with the client that cou 
occur if the opinion was qualified 
Improbable I I I I I I I I Probable 
4) would reinforce your accounting firm's competency in the 
eyes of the public 
Improbable I I I I I I I I Probable 
5) would avoid undue concern and alarm by the client's investors 
creditors, suppliers, and customers that could occur if the 
opinion was qualified 
III III Improbable I_ I Probable 
For each of the following statements, place an "X" in the space which 
most accurately reflects your feeling about the statement. Once again, 
the following scale should be used as a guideline to your responses; 
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Bad _I_I_I_I_I_I_I_x Good 
extremely quite slightly neither slightly quite extremely 
or both 
My accounting firm losing a client is 
Bad IIIIIIII Good 
A lawsuit against my accounting firm by a client is 
Bad IIIIIIII Good 
Negatively affecting my accounting firm's reputation in the 
business community is 
Bad IIIIIIII Good 
Causing deteriorated relationswith a client is 
Bad IIIIIIII Good 
Causing a client to eventually have going concern problems by 
impairing its ability to obtain adequate financing, straining 
relations with customers, suppliers, investors, etc. is 
Bad IIIIIIII Good 
A lawsuit by a cliert 's creditors and investors against my 
accounting firm is 
Bad IIIIIIII Good 
Providing grounds for alleging auditing negligence is 
Bad IIIIIIII Good 
My not fulfilling an accountant's responsibility to the public 
is 
Bad IIIIIIII Good 
Allowing a client with going concern problems more time to 
work out its problems is 
Bad IIIIIIII Good 
Alerting creditors and investors to a major uncertainty 
regarding a client's business, and thereby increasing the 
credibility of the audit report in the publicls eye is 
Bad III I I I I I Good 
Issuing an appropriate audit opinion is 
Bad IIIIIIII Good 
Fulfilling your accounting firm’s responsibility to the 
public is 
Bad IIIIIIII Good 
Contributing to the problems of a client who already has 
going concern problems is 
Bad IIIIIIII Good 
Avoiding unfavorable publicity to my accounting firm is 
Bad IIIIIIII Good 
Increasing the credibility of the audit report in the 
public’s eye is 
Bad IIIIIIII Good 
Avoiding deteriorated relations with a client is 
Bad IIIIIIII Good 
Reinforcing the competency of my accounting firm in the eyes 
of the public is 
Bad IIIIIIII Good 
Avoiding undue concern and alarm by a client’s investors 
and creditors with respect to the client's viability is 
Bad IIIIIIII Good 
Please respond to each of the following statements by placing an 
"X” in the space which most accurately reflects your feeling about 
the statement. 
Generally speaking, I 
Intend I I I I I I I I Do not intend 
to issue qualified opinions for going concern reasons. 
Most organizations and individuals who are important to me 
think I 
Should I_I_I_I_I_I_I_I Should not 
issue qualified opinions for going concern reasons. 
Other partners in my accounting firm think I 
Should I_I_I_I_I_I_I_I Should not 
issue qualified opinions for going concern reasons. 
My clients think I 
Shouid IIIIIIII Should not 
issue qualified opinions for going concern reasons. 
In my opinion, organizations such as the FASB, AICPA, and SEC think I 
Shouid IIIIIIII Should not 
issue qualified opinions for going concern reasons. 
In general, I 
Want to I_I_I_I_I_I_I_I Want not to 
do what other partners think I should. 
In general, I 
Want to I_I_I_I_I_I_I_I Want not to 
do what my clients think I should. 
In general, I 
Want to IIIIIIII Want not to 
do what the FASB, AICPA, and SEC think I should. 
The probability that a client actually does not have going concern 
problems if I qualify their audit opinion for going concern 
reasons is % 
The probability that a client actually does have going concern 
problems if I do not qualify their opinion for going concern 
reasons is % 
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Do you ultimately decide whether an audit opinion should be qualified 
for going concern reasons? _Yes _No 
If not, how is the decision arrived at? 
Do you use ratios to some extent in deciding whether your clients 
have going concern problems? _Yes _No 
If yes, how large of an impact does the ratio data have on your 
final decision. 
I I_I_I 
Small Moderate Large 
impact impact impact 
What do you believe is the function or purpose of qualifying an audit 
opinion for going concern reasons? 
To the best of your knowledge, does your accounting firm have a policy 
on qualifying an audit opinion for going concern reasons? 
Yes No 
If yes, can you briefly describe the policy? 
Does the policy specify the kinds of information which are important 
in making going concern decisions? _Yes _No 
If yes, what types of information are stressed by your firm? 
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Would you like a summary of the results of this study? 
Yes No 
Were the instructions in this questionnaire clear? _Yes No 
If not, which section(s) was unclear? 
About how long did it take you to complete this questionnaire? 
minutes 
Would you please check to see if you responded to every statement in 
the questionnaire. 
Once again, I thank you for your time and cooperation. 
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